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CHAPTER I 

THE PROMOTER 

Stages in promotion, 3 ; The promoter, 4 ; Promoter and inven- 
tor, 5 ; The promotion of an invention, 6 ; The work of a promo- 
ter in the public service field, 9; The promoter of a new factory 
in an established industry, 13; The promoters of industrial combina- 
tions, 14; Value of the promoter, 17; The promoter's profits, 19; 
The legal status of the promoter, 20. 

The initial process underlying all other processes and steps 
of corporation policy is the organization and establishment of 
the corporation as a going enterprise. This is promotion. It 
is logically and temporally first. All business enterprises 
arise first in the mind of a single man or a small group of 
men, and become actual only through the co-operative effort 
of many working toward a common end. In simple stages of 
industrial organization the promoter^ merely "started in busi- 
ness" in his own house or shop or on his own farm. But as 
business enterprise has become more intricate, especially when 
conducted under the form of the corporation, promotion has 
become correspondingly intricate, involving the co-operation 
of a specialized kind of entrepreneur ability and large amounts 
of capital. The former is represented by the promoter and 
the latter by the banker. 

In general, there are five stages in the promotion of a busi- 
ness enterprise of some size. The first is the conception of 
the enterprise by the promoter; the second is the working up 

' There have been many definitions of promoter. Perhaps the best is that of Cook, 
A promoter is a "person who brings about the incorporation and organization of a 
corporation. He brings together the persons who become interested in the enter- 
prise, aids in procuring subscriptions, and sets in motion the machinery which leads 
to the formation of the corporation itself." Cook, W. W., Treatise on the Law o£ 
Corporations Having Capital Stock, § 651. 
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of the details of the enterprise, again by the promoter; the 
third is the formulation of the financial plan, usually the joint 
efifort of the promoter and the banker ; the fourth is the forma- 
tion of an underwriting syndicate by the banker; and the last 
is the sale of the securities of the enterprise to the public, from 
whom ultimately the capital is obtained. It will be observed 
that the first two stages are entirely the work of the promoter 
and therefore relatively simple. They will be discussed in the 
present chapter. The remaining three stages, discussed in 
succeeding chapters of this volume, are more complex, as they 
involve many different interests. 

All business enterprises owe their existence, in the begin- 
ning, to the imagination of some one man. Very frequently 
he co-operates with others, so that the original plans appear 
to be the results of the joint efforts of a group of men. The 
American Telephone and Telegraph Company owes its exist- 
ence to the imagination of Alexander Graham Bell and his 
enthusiastic confidence in the commercial adaptability of the 
telephone, but the success of the company in its earliest years 
was due quite as much to the financial skill of another man, the 
advertising ability of still another, and the power of organiza- 
tion of yet another. In one sense, Bell was the promoter of 
the telephone company because he conceived the instrument 
and foresaw its economic significance. But in another sense, 
his associates are all to be looked upon; as promoters because 
their united efforts were required to launch the new under- 
taking. A promoter, or the group of men whose united efforts 
carry through the work of promotion, must therefore not only 
possess a prophetic insight, but also the power of transforming 
a vision into a definite instrument of economic usefulness. In 
other words, they must possess what might be called business 
imagination. The work of the promoter is therefore twofold ; 
it embraces both the conception of some economic project and 
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the formulation of the means for realizing it.° The promoter 
conceives and plans the enterprise. But the means at his dis- 
posal will vary greatly according as the business he proposes 
to establish is based on a new invention, or merely on the de- 
velopment or extension of some previously existing business. 
The promotion of the telephone is an illustration of the former, 
that of a new railroad or cotton mill of the latter. In order 
to avoid too broad generalities, it is best to consider the pro- 
moter first in the role of the exploiter of a new invention, and 
second as the instrument for the extension of an established 
industry. 

The promoter of a new enterprise may be the inventor. 
Ordinarily, however, he is not. The inventor is usually a man 
of mechanical skill and clever originality, but quite as fre- 
quently unaccustomed to give economic values their full sig- 
nificance. He is what is often called an "impractical genius." 
Almost invariably he overestimates the importance of his in- 
vention and through long study or brooding magnifies its 
social significance. The promoter, on the other hand, is first 
of all a man of great common sense. He is worldly wise in 
that he has a broad background of experience culled from many 
failures and perhaps a few successes. He can apply rigid tests 
to the enthusiasm of the inventor. He can probably set values 
on the invention in terms of the cold facts of costs and the 
inflexible law of supply and demand, for he well knows that 
many excellent inventions are worthless from the business 
point of view because of prohibitive costs of production or 
restricted demand. In isolated cases where the invention is 
some simple "lucky idea," an inventor may play the part of 
the promoter and exploit his invention through a company 

^ To the student of the fundamental conceptions of business enterprise there is 
much interest in this dual functioning of the promoter. It is suggestive of the 
Hegelian dialectic — a vague plan, developing into an actual, workable, existential reality 
through the arbitrary conditions of the existing limitations of contemporary business. 



6 PROMOTION 

which he himself organizes; but the psychological character- 
istics of the inventor and of the man who can transform the 
invention into a business are so different that they are not 
ordinarily found combined in the same personality. 

When a new invention is presented to a promoter, the first 
matter that he must attend to is that of patents.' No business 
can be based on an invention, discovery, or even a "trade- 
mark" unless it may be protected by the courts from infring- 
ments. Especially is this true if the invention pretends to 
cover some fundamental idea upon which there can be a variety 
of modifications and adaptations which duplicate the purpose 
of the invention without infringing the letter. In such cases 
a competitor may spring up, should the new invention prove 
successful, and sell a large quantity of goods on the strength 
of the advertising program paid for by the original company.* 
After being assured that the patents or licenses under which 
the invention is to be sold constitute a substantial protection 
which the courts will uphold, the next step of the promoter 
is to consider the market. It may seem more logical for the 
promoter to determine first the cost and probable selling price, 
since the latter will influence the demand, but in practice his 
concern is with the demand at some approximate price, in order 
that he may decide whether or not to proceed with a further 
investigation. In case the new product is intended for general 
consumption he has absolutely no test to apply in regard to the 
magnitude of the possible sales at some assumed price. It may 
"take," in which case the new product may experience an 

'Much has been written concerning the promotioti of companies intended to 
exploit a new invention. The best general- discussion is a very readable book by 
Cooper, Francis, Financing an Enterprise (1915)- 

* At the time of the exploitation of the vacuum bottle there was no fundamental 
basic patent, and as soon as one company had made a market for the goods, com- 
petitors sprang up who could sell goods that were identical in all respects except name. 
As the original company had made the mistake of fixing the retail prices too high, the 
competitors secured a wide market and liberal profits by selling what was in truth 
"the same thing" at a distinctly lower level of price. Many instructive anecdotes 
of a similar nature are given in Rowell, G- P., Forty Years an Advertising Agent. 
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enormous quick but transient demand, or it may meet a steadily- 
increasing demand somewhat proportionate to the extent of 
the advertising. More probably — and this is the fate of the 
vast majority of new inventions placed on the market to meet a 
popular demand — there will be a few sales in response to a 
comparatively large expenditure for advertising, but these will 
cease entirely when the advertising ceases. In such case, the 
new invention is, in the plain language of business, a failure. 

The exploitation of patented articles that are to be sold 
to manufacturers is not quite as uncertain as that of articles 
made expressly to satisfy a real or anticipated popular fancy. 
If the article is intended to meet a special demand, as an auto- 
matic attachment for a loom or a simplified high tension trans- 
former, the task of predicting the possible demand is relatively 
easy. The ultimate success of the patented article will rest, 
very largely, on a careful computation of the amount the manu- 
facturer will save in the costs of production by the introduc- 
tion of the new device. 

The more progressive manufacturers will adopt the im- 
provement if there is the slightest hope of decreasing costs, 
others will adopt it only as a last resort after its economy has 
been proved over and over again. The vast majority of manu- 
facturers will occupy the middle ground. If the promoter has 
a meritorious attachment or improvement that can be counted 
upon to reduce the costs appreciably, so as to save an amount 
considerably in excess of the investment required to install it, 
he can compute with a surprising degree of accuracy the upper 
and the lower limits of its demand. The success of the com- 
pany promoted to sell the new device will rest, then, on its 
ability to meet this demand at a price that yields a profit. 

Having estimated, or rather guessed, the probable demand 
for the new article, the promoter will probably retrace his steps 
and determine more exactly the cost of manufacture and the 
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margin of profit at the assumed selling price in order that he 
may correct the latter. These estimates of cost of production, 
inasmuch as they are dependent on demand, which is itself a 
function of price, will be merely approximate, yet they will be 
sufficiently accurate for all practical purposes. In case the 
article is for general demand, the most difficult element of the 
cost to determine will be that of advertising and marketing. 
For details in this field the promoter will probably draw lib- 
erally on his own experience, reinforced by that of advertising 
managers who give their advice either independently as "ex- 
perts," or else as employees of advertising agencies. If the 
article is easily made, the promoter will probably secure esti- 
mates for its manufacture, preferring not to use the little cap- 
ital at his disposal in erecting a plant for the new company. 

After he has assured himself of sufficient information to 
feel confident that the exploitation of the invention will be 
profitable, the promoter must organize a company and secure 
the necessary capital. If, as in the cases now under discussion, 
the company is to produce and sell an altogether new article, 
only common stock will be issued, some of which at least the 
promoter must sell. The remainder not offered to outside part- 
ners, will be divided between him and the inventor. Quite 
generally the promoter will try to interest some capitalist in 
the invention, who will supply the money necessary to start 
the company; less often the stock will be offered to the public 
according to methods to be described subsequently. In such 
cases, the invention is probably of little value, as a promoter 
will find no difficulty in securing private capital if tlie in- 
vention promises to be of merit. 

After all has been said, one must conclude that the ex- 
ploitation of a new invention, intended to meet a general de- 
mand — like a new collar button, a new hairpin, or even a new 
camera — is at best a mere gamble. The psychology of the 
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"people" is so complex that the value they will place on a new 
article is absolutely unpredictable; the public buys because a 
new device or a new toy takes its fancy, whether it be auto- 
graphic cameras or automobiles. The best that the promoter 
can do is to distribute his risks by giving a variety of new in- 
ventions a chance to show their power of attracting the pub- 
lic demand and investing in each at first only enough to test 
the probable market. The successful promoter of such enter- 
prises gradually acquires skill in interpreting the probable 
market for the article from the first signs of the public's atti- 
tude toward it. But even with the most consummate skill at 
his command, such promotions are mere gambles."^ 

So far in this discussion, we have assumed that promotion 
deals with a new invention. But the vast majority of promo- 
tions deal with the development of an industry already estab- 
lished, so that the exploitation of the new invention may be 
neglected in the subsequent discussions of this book, except for 
a few comments concerning the sale of highly speculative 
stocks in the chapter devoted to that purpose. (Chapter 
VII.) 

In the promotion of enterprises in an industry already well- 
known, there are deeply cut paths for the promoter to follow. 
It may be that he builds a new railroad, a new gas plant, or a 
new mill, in which cases there are well-established precedents 
to guide him. He may promote a consolidation of previously 
existing railroads, lighting companies, or manufacturing units, 
in which cases again he has established precedents at his com- 
mand. The procedure in the cases of building a new business 
and the consolidation of previously existing businesses is some- 



' A number of accounts have been written covering the promotions of highly- 
speculative companies organized to exploit a new invention. See the excellent dis- 
cussion under captions: "Investigation of a Speculative Enterprise," Experimental 
Work and Model-Making," "Patents," and "Trade-Marks, Trade-Names and Copy- 
rights," in Cooper, Francis, Financing an Enterprise, Chapters X-XIII (1915); see 
also Lough, W. H., Business Finance, Chapter X (191 7). 
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what different at many points. It is therefore convenient to 
consider the two types separately. And even in the promotion 
of new enterprises the work of launching a public service com- 
pany—railway, lighting, or traction — is so different from that 
of starting a new manufacturing establishment, that these two 
kinds of promotion can be understood best if they are treated 
separately. 

The promoter of a new railroad'^ is likely to be a civil engi- 
neer who has had experience on the engineering staff of a rail- 
road. This is true provided the road is a new project and 
not merely the branch extension of a previously existing sys- 
tem. Such railroads are relatively rare now, because railroad 
building is almost at a standstill and the lines that are being 
constructed are merely the subsidiaries of large systems, even 
though they pretend to maintain a separate corporate existence. 
This is coming to be true, to a considerable extent, of electric 
light and gas plants, since the majority of new lighting enter- 
prises are directly under the control of some adjacent 
power company or some great holding company with interests 
scattered all over the country. Yet, owing to the rapid in- 
crease of lighting companies, small, independent promotions 
are still much commoner than independent railroad promo- 
tions. In such cases, the promoter is either a local business 
man who sees an opportunity of improving his town by the 
installation of a modern lighting system, or an electric or gas 
engineer who makes a business of promoting small enterprises. 
In the former case the local business man will probably seek 
the advice of an engineer at the first opportunity, and in the 
latter case the engineer can do nothing without the active co- 
operation of the local business interests. In rare cases, engi- 
neering ability is possessed by the local business capitalist so 



"For biblio|;raphy on railroad promotion see Cleveland and Powell, Railroad Pro- 
motion and Capitalization in the United States, 295-342 (1909), 
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that a single person embodies all the essentials for the promo- 
tion. 

The promotion of electric railways varies according to 
local conditions more than that of any other group of enter- 
prises here under discussion. About the year 1900, electric 
railroads were promoted all over New England and the 
Middle states by men who wished merely to sell land along 
the right of way. Except, perhaps, as land speculations for 
the promoters they proved failures.^ Such promotions are, 
fortunately, growing less frequent and the local traction com- 
pany is viewed with suspicion by outside investors. The pro- 
moter is now required to subject his enterprise to more rigid 
tests than the enthusiasm of the inhabitants along the proposed 
line. The successful promoter in this class of enterprise now 
is either a local engineer or business man, or else the represen- 
tative of some large holding company or engineering associa- 
tion. 

Under whatever conditions the new railroad, lighting, 
power, or traction enterprise is conceived, the work of the 
promoter is approximately the same. He must above all else 
be able to predict the demands of the community for the new 
service, now and in the near future. He must be able to form 
an accurate idea of the influence of the new enterprise on the 
immediate development of the territory it serves. This is an 
important point. It very frequently happens, as in parts of 
New England, that the already existing traffic will not be in- 
creased by the presence of a new railroad, or the demand for 



' A man owning a tract of waste land near a town * or between two cities, organ- 
ized an electric inter-urban traction company, sold the right of way to the company 
for bonds or stock, and sold enough bonds to build and equip the road. At first such 
bonds were bought by unsuspecting investors who were deluded into thinking that if 
the road cost, including its land more than the face of the bonds, the latter must be 
good investments. Very generally other land-owners along the road would assist the 
promoters by taking a small pecuniary interest, knowing that the increase in land 
values would offset an entire loss on the purchase price of the bonds. Almost in- 
variably the road would fail to meet its interest charges, but in the meantime the 
promoter and his land-owning associates would have sold their land at the increased 
price consequent on the new line. 
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electric power by a new source of supply. On the other hand, 
especially in the South and West, the road itself will create 
most of its traffic, by supplying the means of transportation 
for ore, coal, or other natural products without which the 
road would not be constructed. The two problems are differ- 
ent, but the promoter must be able to grasp them fully ; he must, 
especially if he is planning a railroad through a new coun- 
try, be gifted with an imagination capable of "seeing cities in 
the desert," but he must be able to reinforce this imagination 
by concrete figures b^sed on an exhaustive and scientific study 
of the proposed location of the line. In the case of lighting 
companies, the promoter must secure the active co-operation of 
local interests, especially of the prominent business men and 
the politicians of the community concerned. Ordinarily the 
towns and municipalities are willing to grant liberal franchises 
to any promoter who is in a position to give improved lighting 
service or cheaper power, and his efforts will be directed toward) 
obtaining the grants without burdensome restrictions and for 
a long period of time. This part of the promoter's work is of 
great importance, as the public authorities will invariably 
grant more to the prospective railroad or public service com- 
pany before the service is begun, from a sense of expediency, 
than they will ever grant afterwards, from a sense of justice. 
As soon as the promoter has settled in his mind the scope 
of the new railroad, lighting, or power company and secured 
the necessary public sanction, whether certificate of exigency, 
or franchise, the next task for him is to compute the cost of 
the building of his new undertaking and the probable earn- 
ings. The former can be determined with a remarkable degree 
of accuracy, by means of definite provisional contracts en- 
tered into with construction companies, steel mills, and the 
manufacturers of equipment. If the promoter is personally 
familiar with the price of materials and construction within 
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the field of the new enterprise, he will be able to estimate for 
himself the cost of construction.' In case he is not familiar 
with these facts, he will enlist the help of an engineering firm 
of acknowledged standing whose estimates will be relied upon 
by the men from whom he is to ask capital. And with these 
estimates completed his own special work will be finished. 
The promoter will then seek to obtain the co-operation of 
bankers, construction companies, finance companies, under- 
writing syndicates, and all the intricate machinery of modern 
finance. These phases of the promotion will be discussed in 
subsequent chapters. 

The work of the promoter in starting a new manufacturing 
establishment in an industry already well known, differs con- 
siderably from that of initiating an entirely new industry on 
the one hand and that of organizing a public service enterprise 
on the other. The promoter of a new factory is almost in- 
variably a manufacturer previously successful in the same line 
of work. Frequently, he has promoted other successful fac- 
tories and has thus secured the confidence of capitalists, as well 
as of the public. Sometimes he is himself without means, but 
has risen to the position of superintendent or sales manager of 
a large establishment and seeks to start a small factory of his 
own. In such cases, local merchants, bankers, and even the 
public, will enter the new enterprise with him, because of his 
proved abihty and familiarity with the business. If the town 
in which the promoter hves is devoted to one industry, he 
may have gained a reputation for skill of management and 



' This is much easier to do in small enterprises than in large. For example, in 
the case of a small hydro-electric power plant in the South, the promoter-engineer 
estimated the entire cost of construction and equipment at about $1,200,000; the 
actual cost was about $1,100,000. Such a case of overestimation of costs is almost 
unique, but the discrepancy between the "estimates of competent engineers" and the 
actual costs is apt to be much less, proportionately, in small enterprises. The firm of 
engineers which built the Mississippi River power plant underestimated the cost by 
several million dollars. Owing to the variety of possible unforeseen contingencies the 
actual cost of hydro-electric plants is apt to vary from the estimated cost by a larger 
figure proportionately than is the case with railroads and lighting and traction com- 
panies. 
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even be solicited by local capitalists to "build a mill of his 
own."^ In all such cases, the promoter succeeds by his famili- 
arity with the business rather than through any foresight or 
skill in interpreting economic needs. For that reason his is 
not a typical promotion, and does not make the promoter's 
characteristic contribution to our modern economic world. 

There is one class of promoters which has not been in- 
cluded in any of these groups. These are the promoters of 
industrial combinations. Between 1897 and 1902, this type 
was busily at work, gathering into a few organizations a great 
variety of industrial enterprises. It was the era of "trust 
promotion." The promoters of the trust were drawn from 
three groups of business men. Conspicuous was the "profes- 
sional promoter" who made it his business to promote indus- 
trial consolidations.^" This type of promoter arose in response 
to a peculiar economic environment. All classes of people had 
deluded themselves into the belief that a group of manufac- 
turing plants, no matter how inefiBcient or run down in them- 
selves, could be welded into a profitable economic organization 
if brought under a single ownership and a centralized manage- 
ment. Accordingly, men sprang up who performed the ap- 
parently valuable economic service of inducing competitors to 
set aside their trade jealousies and destructive competitive 
tactics and to join forces in one great organization. The men 
who performed this service, the promoters of the combinations, 
were quite generally unfamiliar with the industries with which 



° The history of such mill cities as Fall River and New Bedford abounds with 
concrete cases of this kind. An immigrant, or son of an immigrant, "makes good" 
as the superintendent. He establishes a reputation in the community for honesty. 
Some friend then oifers to start the subscription for a mill "for liira," and it is 
frequently named for him. A prominent local banker becomes president — an honorary 
ofiice — while the man himself becomes the mill treasurer, responsible for the active 
management. 

^^ For example, Charles R. Flint of New York who promoted or was One of the 
promoters of the tfnited States Rubber Company, the. Rubber Goods Manufacturing 
Company, the Sloss-Sheffield Company (steel), the National Starch Company, the 
American Caramel Company, the American Chicle Company (chewing gum), to men- 
tion a few of his connections with enterprises of the most diverse character. 
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they were concerned. They accepted the statements of ac- 
countants regarding past profits, assuming that future profits 
would be at least as great, since the wastes of competition would 
be eliminated. They depended on attorneys for the execution 
of all details of organization. At most, their services con- 
sisted in securing options from the competing manufac- 
turers," employing accountants and checking their audits, mak- 
ing arrangements with bankers who would supply the money 
necessary to finance the new company and assuming the general 
superintendence of the organization through attorneys whom 
they employed.^^ Sometimes the professional promoters 
agreed, in addition, to attend to the subsequent marketing of the 
securities of the new company, but this service was rendered 
very rarely. It was hardly ever expected that the promoter of 
this type would be in any way connected with the administra- 
tion of the new business once it was started. He was paid 
for his services in money or else in merchantable securities of 
the new company.^^ Everyone connected with the promotion 
realized that the services of the promoter were merely those 
of organizer and in no wise involved a permanent interest in 
the corporation he had brought into existence.^* 

The second class of trust promoters comprised the manu- 
facturers themselves. Many manufacturers, thoroughly 
acquainted with their industry from a life-long experience, 
became imbued with the belief in large-scale production and, 
feeling the vigor of competition, easily deceived themselves 



" Mead gives a clear account of "option getting." Mead, E. S., Corporation 
Finance, Chaps. I and II (1915). 

^ Robinson gives an excellent statement in a few words of the course pursued 
by the professional promoter, in describing the activities of two professional promoters, 
W. H. and J. H. Moore. Robinson, M. H., "The Distribution of Securities in the 
Formation of the United States Steel Corporation," 30 Pol. Sci. Quar. 277. 

^ Sometimes the promoter would go to the length of insisting that his securities 
should be sold first, there being a specific contract that no securities should be offered 
for general purchase and sale until after he had been able to realize or "run" on his. 

"An illustration of the work of an early professional promoter is afforded by the 
promotions of the National Starch Manufacturing Company in 1890, and its successor 
the National Starch Company. See Dewing, A. a., Corporate Promotions and 
Reorganizations, Chap. Ill (1914). 
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into the conviction that, should the most important of the com- 
petitors unite, the wastes of competition would be eliminated 
and large profits result. Accordingly, some one of them would 
solicit options on the plants of his competitors. He might 
even go to the length of assuming the full responsibility for 
organizing the new company, but more generally he left that 
task to the bankers whom he secured to finance the company. 
Consolidations promoted from within by a manufacturer 
would ordinarily result in greater internal strength than those 
promoted by an outside professional promoter, since they 
could command more loyalty from the old manufacturers. In 
either case, the promoter's work would stop as soon as the 
combination was planned and the options secured on a sufficient 
number of plants. The rest of the work of promotion would 
fall on the bankers and lawyers.^" 

A third type of promoter of industrial combinations was 
the banker. A large proportion, perhaps a majority, of the in- 
dustrial combinations promoted during the period when such 
promotions were most frequent, were organized directly 
through the efforts of bankers. Quite frequently the banker 
employed some agent to soHcit proxies from the manufacturers, 
but the actual responsibility of the promotion was his." Gen- 
erally speaking, it may be said that industrial combinations 

1° An example of the manufacturer-promoter combination is afforded by the pro- 
motion of the old United States Leather Company — now the Central Leather Company. 
Dewing, A. S., Corporate Promotions and Reorganizations, Chap. II (1914); re- 
printed Ripley, W. Z., Trusts, Pools and Corporations, Chap. XI (1916). 

•' A well-known example of this type of promotion is that of the United States 
Steel Corporation, the entire administration of which was under the direct control 
of bankers. There are numerous accounts of the United States Steel promotion. 
Probably the most accessible is that of the United States Bureau of Corporations* 
Report on the Steel Industry, July, 1911, although the report is somewhat biased 
against the corporation investigated. Parts of it are reprinted hy Ripley, W. Z., Trusts, 
Pools and Corporations,_ Chaps. V, VI_(i9i6). _A wealth of documentary matter cover- 
ing the promotion is given in the printed testimony of the government's suit against 
The Steel Corporation, but this is not easily accessible. Much of the evidence is 
finally summarized in the noteworthy decision of the Federal Court (223 Fed. 55), 
psrts reprinted in Ripley, W. Z., Trusts, Pools and Corporations, Chap. V (1916). 
Extensive evidence concerning the promotion was brought out in the testimony before 
the Stanley Committee. Pertment parts reprinted in Stevens, W. S., Industrial Com- 
binations and Trusts, Chap. VI (1913). A brief but comprehensive account of the 
distribution of securities at the time of promotion: Robinson, M. H., 30, Pol. Sci. 
Quar. 277. 
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which were conceived and promoted directly by banking inter- 
ests have been stronger financidly than those promoted by the 
professional promoter or a manufacturer, but weaker from 
the point of view of the subsequent conduct of the business.^'' 

This description of the work of the promoter has restricted 
itself entirely to the work which he performs alone. It em- 
braces merely the preliminary stages of the promotion. Once 
the promoter has conceived of the enterprise and has the rough 
outlines well in hand, he usually seeks the aid of other inter- 
ests, as has been said, so that the new company is created 
through the united efforts of many persons. And beyond the 
preliminary stages the promoter merely co-operates, unless — 
as in rare cases he represents in himself engineer, banker, 
underwriter, and investing public. This co-operation brings 
into play duties and responsibilities which the promoter shares 
with others and which may best be discussed apart from his 
special work. But it should be remembered that the origin 
and inspiration of the enterprise is to be traced back to him. 
It has been well said that "the promoter performs an indis- 
pensable function in the community by discovering, formulat- 
ing, and assembling the business propositions by whose devel- 
opment the wealth of society is increased."^® 

To accomplish these ends, the promoter, in whatever chan- 
nel of business activity he works, must be possessed of certain 
psychological and moral, characteristics, if he is to attain con- 
spicuous success. Success in the field of promotion, more per- 

" Further details covering the activities of promoters in industrial enterprises are 
in Ripley, W. Z., Trusts, Pools and Corporations (1916); Dewing, A. S., Corporate 
Promotions and Reorganizations (1914); Mead, E. S., Corporation Finance, Chap. Ill 
(1915); Lough, W. H., Business Finance, Chaps. X and XIII (1917); also Stevens, 
W. S., Industrial Combinations and Trusts (1913). 

IB Mead, E. S., Corporation Financcj 23 (1915). The vast majority of economic 
students represent the promoter as serving a useful and important end. Professor 
Heilman has very succinctly expressed this usefulness: "No enterprise of any im- 
portance can be inaugurated without the services of a capable promoter and organizer. 
He is the man who sees the opportunity, who can make others see it and believe in it, 
who organizes the plans and pushes them to completion." Heilman, R. E., 23 Jour. 
of Pol. Econ., 89s (Nov. 1915). 
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haps than in any other field of industrial enterprise, requires 
the most marked ability and the highest standards of business 
integrity. Unfortunately, there has appeared in fiction, in 
newspapers, and even in the public consciousness, the impres- 
sion — often verging on a conviction — that the promoter is an 
impecunious, silvery-tongued vendor of worthless shares in 
mining and oil projects. There are promoters of this class, 
it must be admitted, but their notoriety far exceeds their 
numbers, or their importance.^^ The promoter who actually 
takes a significant part in modern industrial progress is a man 
of the strictest honesty, whose judgment can be relied upon by 
his associates, one ordinarily inclined to understate rather than 
overstate whatever prospective estimates he may be called upon 
to make. Past experience has made him as cautious in his 
assurances as he is aggressive in his hopes. Temperamentally 
he is an optimist, open-minded to new suggestions, but skeptical 
of statements not based on concrete experience; critical, in the 
sense of being analytical — suspicious of human nature — but 
uncritical in the sense of being free from the fetters of conven- 
tion and tradition. Such a man must possess imagination. It 
is the constructive imagination that is an essential part of busi- 
ness genius. The great promoter has an intuitive appreciation 
of social needs as they affect business. He is not interested in 
economic law ; yet he can forecast movements in the supply and 
demand of a commodity, and project into the future the effects 
that follow in the wake of a new business enterprise. It is this 
prophetic imagination of the promoter that blazes the paths of 



i» There is another type of promoter who is frequently successful in small under- 
takings through sheer personal assertiveness, or what is in slang called "brass" or 
"nerve." He has no moral or pecuniary responsibility, but is gifted with a knack of 
discovering small meritorious undertakings. Quite generally, especially if he is work- 
ing in a field with which he is familiar, the prospective enterprises are fundamentally 
sound. _ His presentation of them, however, is apt to be misleading. He usually repre- 
sents himself to the prospective capitalist as having invested in the venture a con- 
siderable sum of money, which must be returned to him directly as "expenses" or 
indirectly as stock. He claims, ordinarily, a large part of the prospective profits for 
the value of his services. The wise banker will either "buy off" such a promoter at 
the beginning, or else reach back over his head to the real owners. 
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industrial progress. Through the economic changes Qfet 
follow in the march he leads, civilization moves. 

Much has been written in condemnation and much in de- 
fense of the large profits sometimes taken by promoters.^" 
That they are large in the case of unusually successful promo- 
tions is explained by two facts, frequently forgotten ; first, the 
risk is great ; second, the profits, large or small, are almost in- 
variably in the common stock of the enterprise. Many promo- 
tions fail; some fail through no fault of the promoter. At all 
events, it is a very precarious business, in which the role of 
prince and pauper succeed each other in quick succession. 
For if the promoter makes a "killing" at one time, it will be 
only a short time before he has lost his entire stake in a suc- 
ceeding promotion which appeared, in the light of his efiferves- 
cent enthusiasm, "the best yet" at its outset. And even those 
promotions v/hich are successful yield only common stock, and 
he must not only wait until the enterprise has proved itself, 
but also until a market has been found for the stock.^^ 

The exact proportion of common shares that shall go to 
the promoter is always the subject of considerable negotia- 
tion."^ Invariably the banker takes the lion's share under the 
apprehension that the risks of furnishing capital are greater 



f The matter has come up for discussion very often in connection with public 
service commission decisions regarding the issue of securities to promoters in compen- 
sation for their services. Massachusetts, Maryland, and Ohio commissions have 
refused such allowances; those of New York, Wisconsin, Georgia, and Indiana have 
gone on record admitting the right of the promoter to a fair return for his efforts. 
An extract quoted by Heilman from a decision of the California commission puts the 
matter strongly, asserting that: "Payments for promoters' services and organization 
expenses are as necessary to the success of a public utility and are as properly sub- 
jects of capitalization as the cost of the component parts of the utility's plant. . . . 
A public authority, in estimating the value of such services, should be liberal so that 
men of ability may be attracted to the development of new utility enterprises where 
needed for the development of the state. ... It may be well that in addition to 
a reasonable compensation for the time devoted to the work, the promoter should be 
allowed an additional remuneration to compensate him for his risk of failure." 2 
Opin. and Orders Rd. Com., Cal., 116. 

^ One vigorous, but somewhat erratic, promoter once summed up the situation in 
the writer's hearing, when he remarked in a crestfallen fashion on being handed some 
elaborately engraved common stock certificates, "This is all right, but it won't pay 
the grocer." 

^ For illustration, see Chapter V, note 35. 
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than those of furnishing imagination and enthusiasm. 
Furthermore, and this is certainly true, the evil consequences to 
a banker's reputation likely to follow from the failure of an 
enterprise are more lasting and more serious than in the case 
of the promoter. The promoter will be excused in the light of 
his volatile imagination, but the banker will not be excused on 
any such ground. His judgment was wrong, and judgment 
is the banker's chief asset. Under these circumstances the 
banker will require a majority of the common shares. Some 
will go to outside investors, some to attorneys, and some to 
engineers and general utility men. Custom seems to have 
decreed that about lo per cent of the common stock is a fair 
compensation to the promoter, but this may be increased very 
much if the promoter assumes larger functions than those of 
merely conceiving the enterprise. Where he combines the 
functions of inventor, promoter, and banker he may even take 
51 per cent of the entire capitalization as his compensation. 

The exact legal status of the promoter has appeared a 
mischievous puzzle to the jurists. Much has been written upon 
the subject, and, judging from numerous decisions, the legal 
responsibilities and obligations of the promoter depend on the 
question whether he is acting as an independent and contractu- 
ally free person or as agent or trustee for other interests — 
the planned but as yet unincorporated corporation, the stock 
subscribers, incorporators, or future stockholders. If it 
is clear by his acts or their implications that he occupies a 
fiduciary relation toward the future corporation then his re- 
sponsibility is clear. He may be paid profits, but he cannot take 
secret and exorbitant profits at the expense of the future cor- 
porations for whose well-being he stands as trustee.^^ 

^For elaborate discussions see Machen, A. W., A Treatise on the Modern Law 
of Corporations, or Cook, W. W., A Treatise on the Law of Corporations Having 
Capital Stock; and the special works of Alger, A. M., A Treatise on the Law in Rela- 
tion to Promoters and the Promotion of Corporations (1897), also Masslich C B 
"Financing a New Corporate Enterprise," 5 111. Law Rev., 70 (1910). ' ' ' 
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The service of the promoter is to conceive the enterprise 
and help to formulate the plans for bringing it into being. 
The main function of the investment banker is to secure the 
necessary capital from investment sources. The promoter di- 
rectly or indirectly brings the enterprise to such a state of 
development that the investment banker feels willing to assume 
financial guardianship over it, and carry on to completion the 
plans formulated by the promoter. In addition to thus procur- 
ing the capital, the investment banker may also agree to ful- 
fil certain implied obligations, such as creating a public market 
for the securities and co-operating in the management. Some- 
times this implied obligation extends to the actual management 
of the enterprise after it is in operation. 

No distinction will be made between the work of the invest- 
ment banker in connection with new enterprises and those long 
established. His activities and responsibilities and the meth- 
ods he pursues are much the same in either case. Yet special 
emphasis will be laid in this and the succeeding chapters of 
this part on the investment banker's connection with promo- 
tions. 

The functions of the investment banker are distinct from 
the functions associated with bankers in: the ordinary thought. 

21 
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This distinction is especially important because of the con- 
fusion of terms. In reality, the investment banker, gathering 
together the small savings of the community, occupies a far 
different economic position from the institutional banker who 
lends his aid temporarily to the financial operations and enter- 
prises which are already in existence and prospering. The 
latter is concerned with the temporary conditions of the money 
market ; provided that he has a knowledge of business condi- 
tions at short range, so to speak, he does not concern himself 
with long-time economic movements, nor is he primarily in- 
terested in the rates of interest on stocks, bonds, mortgages, 
and other long-time obligations. The investment banker, on 
the other hand, does not lend money for short periods of time. 
He is a merchant who deals in long-time capital. His place 
in the economic machinery of the country is to transform small 
savings into permanent capital — railroads, power dams, and 
manufacturing plants. He mediates between mere capital, 
as represented by savings, and mere entrepreneur ability, as 
found in the business man.^ 

Capital is brought into industry and made productive in, 
roughly, five different forms, depending on the period during 
which it is presumed that the party furnishing the capital will 
permit of its use by the managers of the enterprise or the 
entrepreneur. The most mobile of all forms of capital is the 
demand or call loan, which involves no responsibility of time. 
The market for demand money fluctuates rapidly and abruptly 
in accordance with the demand and supply of absolutely mobile 
capital, as registered by unutilized bank deposits on the one 
hand and the requirements of stock-brokers on the other. A 
little less mobile is the market for merchants' and manufac- 



^This conception has been expressed ty an economist thus: "Issue houses, 
brokers, underwriters, etc., are concerned with new issues. Their function, quite 
clearly, is to convey free capital from the group who. save and own it — the pure 
capitalist class — to the group who use it — the pure entrepreneur class. By their 
agency an enormous amount of capital has been carried from one group to the other.'* 
Lavington, "The Social Interest in Speculation," 23 Ec. Jour. 37. 
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turers' commercial paper originating through the necessity 
for carrying inventories or other assets easily and quickly 
liquidated. The period of these obligations extends from one 
month to six — seldom a year except in the case of certain well- 
established corporations, like the International Harvester, 
whose business is essentially seasonal. The market for this 
form of capital is less delicate in its adjustment than the market 
for call money, but it rests upon essentially the same basis, 
namely, the amount of fluid capital in the district or the coun- 
try, reinforced by certain artificial credit stimulants. Still 
another kind of capital is represented by that invested in 
short-term corporation notes, short-term bonds, and securities 
the maturity of which is within approximately ten years of the 
date of issue. The average length of these loans is from three 
to five years. They are issued in order to finance permanent 
improvements during those periods when the rates obtainable 
on longer forms of obligations appear too high. The supply 
of this form of capital is derived from two sources — 
the less fluid assets of the bank and the more fluid funds of 
investors. It comes from the capital, rather than the deposits, 
of institutional banks and from the savings of individuals who 
for various reasons do not care to place their funds in longer 
term investments. 

Much less mobile than any other form of capital men- 
tioned is the long-term bond. Such are investments in perma- 
nent or fixed assets. Admittedly they cannot be liquidated. 
The income return they yield to the investor comes only 
through their earning capacity. This form of capital comes 
exclusively from investors — both individuals or institutions — 
and it includes distinctly the largest part of the savings fund 
of the community. Lastly, there is the absolutely immobile 
form of capital investment represented by stocks. These are 
not debt obligations. They therefore involve no date of 
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maturity and by their very conception represent investment in 
fixed assets which cannot be turned into money. The fact 
that the individual has an opportunity of disposing of stocks 
Hes merely in the fact that there is a market for them in the 
community. The corporation assumes no obligation to redeem 
them in money at any time. 

Bearing in mind the above classifications, it seems clear 
that the institutional banker is concerned only with providing 
funds for the call money market and the market for com- 
mercial paper. It is true, some investors have of late placed 
a portion of their funds in commercial paper, but this tendency 
has been distinctly discouraged by the investment banker as 
affecting his sources of supply for securities of longer ma- 
turity. The market for short-term corporation notes is partly 
in the hands of the institutional banker and partly in the hands 
of the investment banker. The conditions of the money mar- 
ket at any one time affect the relative influences of the two 
groups of bankers.^ The supply of capital for the last two 
classes, the long-term bonds and stocks, is entirely in the hands 
of the investment bankers. It is these two classes of securi- 
ties, representing as they do a part of the market of capital 



'For example, in igii and 1912, investment bankers were issuing practically no 
short-term notes and the comparatively few issues that were coming onto the market 
were readily absorbed by the banks and the few investors who had a natural predilec- 
tion toward this form of security. Whereas in 1913, owing to general uncertainty in 
the market for all forms of securities and the universal demand for capital all 
over the world, many short-term obligations maturing in from one to five years were 
being issued and marketed by investment bankers. In the early part of 19 14 prior 
to the opening of the Great War, there were comparatively few issues of 'short- 
term corporation notes. But the comparatively small amount of corporation financing 
done in the autumn of 1914, was in notes. During 1915, the long-term bond marl^et 
steadily improved, and as a result the proportion of notes steadily declined. Except 
in the case of foreign governments, comparatively few notes were issued in 1916. 
After the entrance of the United States into the Great War in April, 1917, practically 
all private financing was in notes, even the strongest and oldest corporations being 
forced to temporary expedients. From February, 1918, to November, 191 8, the 
only new long-term bond issues of any considerable size, except for a few muni- 
cipals, were the government bonds. Within a week of the signing of the armistice 
on November 11, the general bond market advanced from two to ten points, an 
average of at least 4 per cent. At the same time the investing public absorbed com- 
pletely the floating supply of long-term bonds and the long-term bonds remaining on 
the shelves of the bond houses. Within three weeks, corporations of high credit had 
begun to oiler long-term bonds to general investors at a low — relative to the preced- 
ing year — investment basis. By January 1,1919, a wide general market for long-term 
investment securities had been well csublished, by August it had disappeared- 
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distinct from all other forms of capital obligations, that afiford 
a field of operations for the investment banker.^ 

The economic services of the investment banker are differ- 
entiated also from those of the stock-broker. The latter, both 
in the ordinary acceptation of the term and in the sight of the 
law, is merely an agent. In no sense does he assume any 
obligation toward the intrinsic worth of the securities in which 
he deals. His profit consists of the commissions charged for 
his services and any surreptitious gains he may make on inter- 
est charges. In no sense is he a merchant like the investment 
banker, for he neither buys nor sells securities for his own 
account. He assumes no risk in the fluctuation of market value 
or in the intrinsic worth of the bonds and stocks he sells. He 
merely executes the orders of his customers on their respon- 
sibility alone. Although he may sometimes give opinions, 
either in response to inquiry or of his own motion, concerning 
the intrinsic values of securities, this show of knowledge is 
merely a bait to stimulate his business and carries with it no 
greater reponsibility than the good or evil that may accrue to 
his reputation.* 

One must deplore the fact that many national banks and 
stock-brokers have added to their regular business the business 
of the investment banker. Large city banks, as the National 
City and the First National banks of New York, and stock- 
brokers generally have added "bond departments" which as- 



' This difference between the institutional banker and the investment banker is 
further seen by the difference of attitude which they take towards the balance sheet 
of a corporation. The institutional banker is primarily interested in the net quick 
assets above current liabilities because it is from these, rather than the permanent 
assets, that the business is able to meet its current notes. Whereas the investment 
banker, although interested in observing that the net quick assets are ample so that 
the business is not in danger of failure, is far more concerned with the value of the 
permanent assets, especially as this value is reflected in the continued earning power 
of the business. 

* A good illustration of the stock-broker's unasked-for advice concerning securi- 
ties is the market letter with which many brokers solicit business. These market 
letters contain statements of fact and implied assurances concerning the relationship 
between the market price and the intrinsic value of securities. They are distributed 
free. The advice that they contain is worth as much as the prospective customer pays 
for it. 
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sume the functions of investment bankers. The institutional 
bank, especially the small local trust company, is in no posi- 
tion to become a merchant in securities, much less undertake 
to promote or finance new enterprises.^ If the stock-broker 
enters the field of investment banking, it is because he is lured 
into it by the apparently large gross profits. Ordinarily he 
merely helps to sell, for a liberal commission, the securities — 
quite generally the less salable ones — of investment bankers. 
Instances in which the stock-broker assumes the position and 
the obligations of the investment banker are usually unfortu- 
nate both for himself and for his client. They are unfortunate 
for himself because he has jeopardized the reputation and 
good-will of his own business by assuming risks and respon- 
sibilities that lay outside his legitimate field; unfortunate for 
his client because the latter is compelled to pay the penalty of 
increased risk through the broker's lack of knowledge.® 

The investment banker is essentially the entrepreneur of 
entrepreneurs. Although not necessarily a good business 
manager himself, he has acquired or he should have acquired 
through his experience, an almost prophetic judgment of the 
business ability and integrity of the persons with whom he 
deals. Adam Smith remarked a long time ago, that a critic 
of business conditions is not necessarily a successful business 
man ; but he must have the insight and knowledge to appraise 
rightly other men's business. The man engaged in a single 
enterprise is too much concerned with its details to consider 
industrial values in a general way or in their true perspective. 

'An illustration of the unfortunate blunders which some large banks make 
in going beyond their regular business is afiforded by the role of the National City 
Bank of New York in the organization of the Amalgamated Copper Company. Latterly 
this bank has gone extensively into the investment banking business through the 
formation of a subsidiary for this specific purpose — the National City Company, so- 
called. 

' Several years ago a firm of Boston stock-brokers assumed the function of in. 
vestment bankers in the promotion of a combination of oyster producers, known as 
the Sealship Oyster Company. The consequences to the purchasers of the company's 
securities were pathetic. 
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The economic world is seen through glasses deeply colored by 
his own immediately present experience. The investment 
banker, in contrast, must be a practical economist. He must 
be able to see the forest in spite of the trees. He must see 
small businesses on large canvases, and in their right perspec- 
tive with reference to others of greater or lesser magnitude. An 
investment banker who attempts to deal in the securities of gas 
companies, for illustration, must be a superior judge of the 
practical operators in the field, and although he may have no 
understanding of the proper "pressure at the reducers," or of 
"gas mixtures," he must distinguish with unfaltering judgment 
those practical operators who, through such understandings, 
have made successful careers for themselves. 

The investment banker fulfils three important economic 
functions. First, and possibly most important, he mediates be- 
tween the promoter, who has conceived and developed an im- 
portant process of production, and the great body of small 
savers whose aggregate savings are necessary for the further 
development of the enterprise. In this function the invest- 
ment banker is in no sense a capitalist, but rather the retailer 
of forms of capitalistic investment ; as such a retailer he is an 
intermediary between the entrepreneur and the capitalist. The 
importance of this mediation has increased greatly of late 
years, owing to the diversification of industry on the one hand, 
and the wide extent of small savings on the other. Secondly, 
he assumes the almost equally important function of separating 
the economically justifiable enterprises from those the success 
of which is less probable. In this function the investment 
banker is a true entrepreneur in the sense of determining the 
direction of flow of new capital investment through a process 
of selection. Thirdly, he co-operates ordinarily with the pro- 
moter in working out the financial plan of a new enterprise and 
organizing the business. This last function is of importance 
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only in connection with new enterprises/ In addition to these 
three primary services of the investment banker there are 
others which may or may not be present according to the 
individual conditions surrounding the particular issue of securi- 
ties with which he is dealing. 

The first function of the investment banker, that of medi- 
ating between the promoters and the savers, is analogous to 
that of any merchant who distributes any commodity to the 
ultimate consumers. The sale of securities depends upon the 
same methods of merchandising as the sale of any other com- 
modity. Success in this direction is more a matter of adver- 
tising and salesmanship than of judgment and insight. The 
reputation and good-will, however, of the investment banker 
are probably more significant in this connection than the good- 
will of any other class of merchants. Unlike most merchants, 
the investment banker deals only in representative values. The 
real values lie in the earning capacities of the industries whose 
securities he sells and these cannot, like loaves of bread and 
yards of cloth, be tested by the prospective buyer. The latter 
must therefore rely implicitly on the honor and wisdom of 
the banker. Quite generally the investment banker sells his 
securities more upon his own standing and the success of pre- 
vious enterprises with which he has been connected than upon 
the actual value of the assets or earning power behind his 
securities. In this light good-will is perhaps a more valuable 
asset to his business than to that of any other merchant, and 
ordinarily he protects his reputation at all hazards, even 



^ This function is not a necessary part of the normal activities of an investment 
banker, especially when the securities with which he deals are those of old and 
tried enterorises. In that case he is_ little more than an agent for the directors, and 
the responsibility is borne almost entirely by the investors, whose access to knowledge 
of the enterprise is equal to that of the investment banker. For example, the securi- 
ties of all railroads which have been in operation sufficiently long to have already 
attained the character of investments, are seldom sold with any implied guarantee on 
the part of the investment banker. He may or may not be represented on the board 
of directors, and if so represented, the fact docs not affect the opinion of the enter- 
prise as held by the prospective investor. 
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though it involves him temporarily in heavy losses.' The 
economic usefulness of the investment banker is measured by 
his success in tapping the small savings of the community, and 
the holders of these small savings are least able to gauge the 
worth of the enterprise, and most likely to rely imphcitly upon 
the judgment of the investment banker. So this good-wrill, as 
reflected in the success with which he directs the investments 
of the small savers, is of distinct social value in bridging the 
chasm between the primary sources of capital and the final 
employment of capital in economically justifiable enterprises. 

The second function, that of selection of the enterprise, is 
peculiarly that of the investment banker. It comprises his 
most difficult work and the part of his business involving the 
largest risk. It was pointed out in the preceding chapter that 
promoters are by temperament, by experience, and from mo- 
tives of expediency, optimistic. In their enthusiasm over their 
enterprises they neglect to gauge the possible causes of failure. 
It is the function of the investment banker to apply every con- 
ceivable test to the statements presented to him and thus pro- 
tect the investing public from the unjustified hopes and, it may 
be, the misrepresentations of the promoter. The investment 
banker is therefore the agency making for a kind of industrial 
natural selection. 

Every investment banker of prominence is presented with 
a continual succession of possible enterprises in various stages 
of development. Everyone has his objective and subjective 
methods of selection, the former depending on certain readily 
comprehended rules-of-thumb, and the latter upon his skill and 
intuition in gauging both the business ability of the promoter 

' This is even more important for a small investment banker with a loyal but 
exacting clientele, than for the large banker whose customers are constantly fluctuat- 
ing. A small investment banker in Hartford, Connecticut, some years ago had the 
misfortune to sell large amounts of the securities of an industrial to his regular cus- 
tomers. The enterprise was a failure. Voluntarily he reimbursed them all for the 
losses. Viewed in terms of his continuing business, this was the expedient thing 
for him to do. 
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and the prospective demand for the article to be supplied by 
the new enterprise. It is probably not an exaggeration to state 
that upwards of ten enterprises are rejected by every invest- 
ment banker for every one that is accepted. Of these ten, some 
never reach stages beyond the mere imagination of the pro- 
moters, while others represent plans all ready to put in execu- 
tion. It very commonly happens, of course, that plans which 
are rejected by one investment banker, will be accepted by 
another. 

In separating the good from the bad and the indifferent, 
the investment banker has three sources of outside council, 
although in the end the final decision must rest on his own 
personal intuitive judgment. He calls to his assistance the 
engineer, the accountant, and the lawyer. Each renders a 
report, which is sometimes given informally in conversation 
and sometimes takes the form of an elaborate and formal 
document. 

It is the work of the engineer to check the promoter's esti- 
mates of construction costs and the technical practicality of the 
whole undertaking." This may include elaborate calculations 
covering costs of production, availability of technical and 
skilled labor, availability of raw materials, extent of market, 
and even selling expenses. Of course the importance of the 
engineer's advice will depend considerably on the nature of the 
industry. A gas, electric light, railway, or mining enterprise 
would not be considered a moment without an elaborate en- 
gineer's report as a check; on the other hand, an engineer 
could render httle help in the promotion of a bank, an insur- 
ance company, or a company devoted to the exploitation of a 
patented novelty. 



• An excellent illustration of an engineer's report on a proposed interurban elec- 
tric railway is given in Gerstenberg, C. W., Materials of Corporation Finance, 45^ 



(19IS) 
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The accountant checks the financial reports submitted by 
the promoter. He may even undertake independent investiga- 
tions without the knowledge of the promoter for the purpose 
of performing indirect checks on the promoter's estimates. 
Naturally the accountant's figures are most useful in the pro- 
motion of a new company organized to take over the business 
of one or more established enterprises. Such instances occur 
in the promotion of industrial consolidations or in the recon- 
struction of local public utilities. In these cases, the account- 
ant's report of the past earnings of the old companies gives 
some intimation of what the future earnings of the combina- 
tion or reconstruction are likely to be. In case of an abso- 
lutely new enterprise, the accountant may be employed to re- 
port on the earnings of similar enterprises. Such reports, 
however, even when rigidly scrutinized, are of little value. 

Lawyers are asked to report on the validity of patents, 
franchises, titles, riparian rights, and the validity of contracts 
and trade agreements. Owing to the heavy legal expenses of 
an exhaustive investigation of any of these questions, such as 
would warrant the bankers in proceeding with the promotion, 
it is customary for the lawyers to make a preliminary report in 
the first instance. If this is satisfactory the bankers will usu- 
ally insist on an elaborate legal investigation before committing 
themselves, but this would be made only if they had every in- 
tention of going through with the promotion, and its expense 
would probably be shifted on to the shoulders of the new cor- 
poration. 

But after all these experts have rendered their reports, the 
ultimate judgment must remain with the banker himself. He 
alone is responsible in the end; he cannot shift the burden. 
And he recognizes this fact. He knows that if the enterprise 
fails he cannot excuse himself on the ground of an engineer's 
faulty judgment or of the error of an accountant or a law- 
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yer." Aside, however, from the purely technical questions, 
the banker must select his promotions very largely by his own 
intuitive judgment. A promotion proposition might very well 
receive the assent of engineers, accountants, lawyers, and a 
host of other experts, and yet be rejected by the banker be- 
cause his innate business judgment counseled against it. 

The usual reason for the rejection of a legitimate enter- 
prise by bankers is that, in their shrewd business judgment, 
the new enterprise does not seem to be in a position to meet 
an already existing economic demand at a price that will render 
the company profitable.^^ Often the weakness, from the busi- 
ness point of view, is the prohibitive cost of production. There 
is an enormous demand for automobiles that is not yet satis- 
fied, and probably never will be ; but an enterprise which was 
projected with a view to satisfying this demand would be re- 
jected by any banker because the satisfaction of the demand 
would involve the production of automobiles at so low a level 
of cost as to render the business technically impossible. For 
this reason, intensive development of new electric light plants, 
power companies, railroads in an unproductive country, new 
steamship lines, and other enterprises designed to supply a de- 
mand at low costs, would be rejected by the banker, not 
because of a failure to understand the demand, but because of 
a doubt of the ability of the enterprise to yield a profit, though 
it succeeded in supplying the demand. On the other hand, 
many enterprises are rejected because investment bankers 
doubt that a demand will exist after the enterprise is in a posi- 



*" A few year? ago Boston banking interests promoted an inter-urban traction 
company in the west. Reputable lawyers asserted that the franchises, rights, and 
titles upon which the road was built, were sound. After operation had commenced, 
the road was sued for damages on the ground that it crossed the previously granted 
right of way of a _ railroad corporation, which existed only on paper. The bankers 
could not hide behind the blunder of the lawyers, because they were responsible fotf 
hiring the lawyers. 

" Thus, an enterprise Involving the transmission of electrical energy from Niagara 
Falls to New York is based upon the clearly existing demand for electrical energy 
in New York, but would, in all probability, be rejected by the banker because of cep 
tain technical difEculties in transmitting the current some five or six hundred miles. 
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tion to supply it." In all probability most of the so-called in- 
ventions which are presented to bankers and capitalists are 
rejected because of the failure to recognize an economic 
demand for the article. The inventors of patent vacuum 
cleaners, patent razors, patent looms, and patent chemical 
preparations, find it almost impossible to secure capital through 
regular channels because of the general skepticism of bankers 
as to the willingness of the public to purchase the pat- 
ented articles after they are placed upon the market. The 
inventor finds no difficulty in convincing the banker of the 
value of his invention; he finds it impossible to convince the 
banker of the social or economic need of the invention. 

No attempt, however, to classify the causes which have 
led bankers to reject promotion propositions is of much mo- 
ment. In the end, the banker's judgment is a matter of busi- 
ness intuition. A trained banker seems to scent intuitively 
the enterprise which will be successful. It is largely, although 
not entirely, an insight into the business ability and integrity 
of the promoter. Luck has little to do with it — Adam Smith 
stated that good and bad luck belonged to the vocabulary of 
small shopkeepers. The fact that successful bankers thor- 
oughly trained in their business almost invariably select suc- 
cessful enterprises with which to identify themselves, while 
others have an equal partiality for enterprises that ultimately 
result in failure, is not a matter of chance nor of the normal 
accidents and hazards of the business world. Investment 
bankers must feel, with extreme sensitiveness, the intangible 
atmosphere that surrounds every enterprise. They lay far 
greater stress upon the intellectual and moral capacities of the 

i^Thus, Bell and his associates found it impossible to secure the co-operation of 
any bankers at the time of the promotion of the telephone, not because of doubtj 
concerning the telephone itself, but because of doubts of the existence of an economic 
demand for telephones. Subsequently, after Bell and his associates had convinced 
the public of the economic demand for telephone service, new companies sprang up 
in afi sections of the country seeking to take advantage of the newly created demand. 
Investment bankers showed no hesitancy in supplying the capital for these enterprises, 
because experience had already shown the existence of the demand. 
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men associated with the prospective entefprise than they recog- 
nize themselves or are willing to admit to their clients. The 
conspicuously successful operators in any stable line of indus- 
try — and the number for each industry can in all probability 
be counted on the fingers — can secure any reasonable amount 
of capital that they wish, at times when there is a market for 
investment securities. This statement is especially true of 
successful operators of electric light and power companies, of 
railroads, or cotton mills. Other men cannot secure capital 
from bankers at any time, even though their enterprises are 
objectively sound. This amounts almost to saying that the 
bankers select their promotions according to the men and not 
according to the business. This statement of the case is per- 
haps too strong, but it contains much truth. 

One cannot too strongly emphasize the fact that the sig- 
nificant contribution of the investment banker lies in his keen 
appreciation of the future social and economic needs of so- 
ciety. This appreciation to be of greatest usefulness must 
be tempered by an understanding of current social conditions 
and economic legislation. An enterprise that might have been 
a success financially in the year 1899, might not be a success 
in the year 1919, and the difference might not be due to a 
difference in the nature of the enterprise, or in the capacity 
of the promoters and managers, but rather to a change in so- 
cial and economic conditions. Thus, a railroad could prob- 
ably have been promoted successfully in eastern territory any 
time between 1898 and 1906, with reasonable chances of suc- 
cess, and the same railroad, if promoted at any time since 
1907, would not in all probability have been a success. Money 
could have been obtained at a lower rate of interest in the 
earlier period, higher freight rates could have been charged, 
construction costs would have been less, and the railroad would 
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have been freer from interference by legislative or judi- 
cial bodies. Investment bankers are very sensitive to these 
general conditions, and without attempting to formulate fun- 
damental principles to guide their decisions, they have an al- 
most intuitive understanding of the effect of economic and 
social changes on the probable success of the enterprises that 
are presented to them. This power of intuition is of great 
value to society because, probably more than anything else, 
it tends to stop the investment of capital in an economically 
unjustifiable undertaking, and to conserve social capital for 
use in productive enterprise. Through the intuitive sense 
of investment bankers and their keen appreciation of men and 
industry, they conserve the savings of the community. It is 
this conserving influence which justifies the charges on indus- 
try which their services involve. 

In addition to gathering together the little rivulets of 
capital from the savers of the community, and the selection 
of enterprises worthy of development, the investment banker 
sometimes co-operates in the actual organization of the busi- 
ness. He will, probably, with or without the aid of the pro- 
moter, formulate the financial plan according to which bonds 
and stocks are issued. He will supervise the organization, 
and he may audit the construction accounts in case consider- 
able amounts of money are to be spent immediately. In a 
sense, this is the investment banker's most significant con- 
structive work. It is discussed at considerable length in the 
next few chapters covering the financial plans of different 
types of enterprise. In addition to these promotion services, 
the investment banker may plan to become permanently iden- 
tified with the enterprise, even to the extent of eliminating the 
promoter. Not infrequently, especially among promotions of 
industrial combinations, the promoter's name remains con- 
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nected with the enterprise for only a few weeks, or a year at 
most, while the investment banker's is prominent during 
all its early formative period.^^ 

In addition to co-operating in placing the enterprise on its 
feet, the investment banker quite generally retains some form 
of supervision over the enterprise. He remains a member of 
the board of directors and, especially if he is the only invest- 
ment banker concerned, he may become chairman of the 
finance committee. There is an implied obligation on his 
part that if the enterprise is in further need of capital he will 
do his utmost to supply the need, and there is an implication 
as well on the part of the corporation that its directors will 
not seek the services of other investment bankers without his 
consent. It is quite true that these implied services are not 
always required, but investment bankers are seldom willing to 
lend the credit of their reputation to the sale of securities of 
an enterprise over which they have no supervisory control, 
especially if they have not the utmost confidence in the per- 
manence of an able and honest management more or less of 
their own choosing. 

Another service which, by implication, the investment 
banker almost always assumes, is that of maintaining a fair 
market for the securities he has already sold. Although the 
permanent investor in the bonds or stock of a corporation 
does not look forward to an early sale of the securities, yet 
circumstances frequently arise that require him to dispose of 
them. Ordinarily it would be impossible for him to find a 
customer at a fair price, especially if the enterprise was but 
little known, and he would be compelled to sacrifice his secur- 



^ A certain Parks, who promoted the Cotton Duck combination in 1898, was not 
heard of after he bad secured the promises of money. The trust company which 
assumed the responsibility of securing capital has, however, remained prominent in 
the financial affairs of the enterprise up until the present time. Dewing, A. S., Corporate 
Promotions and Reorganizations, .337 (1914). And in the case of the American 
Can Company the promoter of the enterprise shifted the entire responsibility to 
the shoulders of two bankers, who subsequently passed it over to a speculator. 
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ities merely for want of an adequate market. This market 
the investment banker is almost always ready to supply.'* Such 
matters, however, are more particularly connected with the 
problems of selling securities and may be more appropriately 
treated under that general topic (Chapter VIII). 



^* Almost always — for there are some investment bankers who are notoriously 
lax in this particular, assuming that their clients will never need to change their 
investments, and, as it were, penalizing them if the need arises. But so common has 
become the practice for investment bankers to buy back at a reasonable price — usually 
from 2 to 6 per cent less than the prevailing selling price — the securities which 
investors care to sell, that a refusal on the part of one banker to follow this custom 
would probably so affect his reputation among investors as to curtail his business 
seriously. 



CHAPTER III 

THE GENERAL PRINCIPLES UNDERLYING THE 
FINANCIAL PLAN 

The nature of the financial plan, 38; Fundamental considerations, 
40 ; The cost of the property, 41 ; Future earning capacity, 41 ; 
Conditions of the investment market, 46; The balance of con- 
trol, 47. 

It was suggested in the opening paragraphs of Chapter I 
of this volume that the procedure of promotion could be 
conveniently divided into five steps, of which the first two 
represented, essentially, the work of the promoter. The third, 
that of the formulation of the financial plan of the new enter- 
prise, is the result of the joint effort of all concerned in the 
promotion, although the investment banker who proposes to 
stand godfather for the new enterprise will, in all probability, 
exercise a determining voice in arranging all necessary de- 
tails. 

The financial plan is the plan of stocks and bonds which 
the new corporation proposes to issue at its inception. This 
covers the amount of each security to be actually issued and 
the amount to be authorized for subsequent issues. Formu- 
lating such a plan involves the decision as to the proportion of 
each type of security and the interest rates the bonds must 
bear, or the dividend rates for the preferred stock. Decisions 
in these matters must depend on a wide knowledge both of the 
industry in which the prospective corporation is to operate and 
of the resources and the prejudices of the investing public 
among whom its securities are to be sold. In a very true 
sense, the study of the subject of the formulation of the finan- 
cial plan is the nearest approach to a natural science of any of 

38 
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the steps of promotion. It is the one place above all others 
where knowledge based on experience is necessary. One can 
lay down clear principles for distinguishing between good 
and bad plans of capitalization, although one cannot describe 
general principles for distinguishing between successful and 
unsuccessful promotion projects. Owing, therefore, to the 
fact that exact knowledge is more serviceable here than any- 
where else in the promotion, the general subject of financial 
plans will be discussed in considerable detail. And as the 
guiding principles differ according to the type of business en- 
terprise to be promoted, it is convenient to discuss the capital- 
ization plans of different businesses separately. Yet because all 
financial procedure must rest ultimately on sound and rational 
presumptions, there are certain general principles which are 
true under all conditions. It is convenient to consider these 
general principles before applying them to specific types of 
corporations. 

It is very rare for the promoter to attempt to work out 
a financial plan for his new corporation before presenting it 
to the investment bankers. Ordinarily he merely brings the 
enterprise to the attention of the bankers, having accom- 
plished the work specifically pertaining to its conception. He 
may offer the bankers a suggestion regarding the financial 
plan — usually unasked and unwelcome unless he can support 
it by reliable promises of capital. Whether or not the first 
suggestion of a plan for financing the new enterprise comes 
from the bankers, they will assume the full responsibility for 
its development. This will involve not only formulating the 
general plan but also working out the minute details of its 
execution. For their work the bankers may ask for the co- 
operation of the promoter and the active advice of accountants 
and lawyers. But the actual responsibility will remain theirs 
alone. 
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Fundamental economic principles should determine the 
financial plan of a new corporation. But ordinarily so intent 
are the promoters and bankers in getting the new enterprise 
started that their actions are dominated by the necessities of 
the individual case, which are apt to be interpreted in the 
light of a narrow expediency. Yet, because the financial plan 
must stand long after the promotion period and may influ- 
ence the corporation's subsequent success or failure, there is 
no phase of corporate financial policy where there is more 
need for a full consciousness of underlying economic princi- 
ples. The promoter-banker is here the architect of the new 
corporation. The form of the financial plan with which he 
endows it determines the lines which its whole future financial 
policy must follow. 

Four considerations determine the kind and proportion 
of securities issued at the promotion of a corporation. They 
are: the value and the cost of the tangible assets to be ac- 
quired by the new company, the certainty and regularity of the 
future earnings of the new company, the traditions and the 
width of the market in which the new securities would be sold, 
and, finally, the attitude of the promoters concerning the con- 
centration of control of the new enterprise. Paramount to 
all else is the simple, perhaps fundamental axioms of finance 
that : ( I ) bonds should be issued only when the future earn- 
ings of the corporation are liberal and reasonably constant; 

(2) that preferred stock may be issued when the earnings are 
irregular but, when averaged over a period of years, give a 
fair margin over the preferred stock dividend requirements; 

(3) that common stock and only common stock should be is- 
sued when the earnings of the new corporation are uncertain 
and unpredictable. 
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The value and cost of tangible property to be acquired by 
the new company are of great importance to the promoters 
and the bankers, as they determine the amount of actual money 
required in order to launch the enterprise. But beyond this 
they have little significance. Yet it is necessary to know pre- 
cisely the sources from which all the money is coming, as 
nothing would be more disastrous to the enterprise than that 
the corporation should find itself without funds before the 
completion of its factory or plant. For this reason, the pro- 
moters and bankers will probably go over the items of prob- 
able cost with great care before attempting to formulate any 
plan for financing the enterprise. If little actual money is 
required, the parties selling rights, equipment, or land to the 
new corporation being willing to take stock instead of money, 
it is probable that few if any bonds will be proposed, as the 
bankers will retain the possibility of a bond issue in the back- 
ground as a kind of reserve against an unforeseen emergency. 
On the other hand, if much money is required, and the entire 
amount must be obtained through the sale of securities to 
the public, it is probable that the bankers will resort to a large 
issue of bonds in the first instance, as the easiest means of ob- 
taining money. So that the relative amount of actual money 
to be required at the outset will determine, provisionally, the 
form of securities to be issued. 

Especially important is it that the bankers should recog- 
nize that there is no necessary connection between cost and 
income. This is the first, albeit negative, principle which 
must be clearly fixed in the minds of all concerned in the 
promotion. Cost may be a primary consideration in deter- 
mining whether or not the bankers care to go into the enter- 
prise, but once in, they must not presume that any given 
amount of property is destined to produce a given amotmt of 
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profit. The net income of the corporation will rest on its 
ability to produce a commodity that meets an economic need 
at such a level of price that its cost of production will be less 
than the market price of the commodity. Another way of 
phrasing this all-important economic principle is that a profit 
will result only when the cost of producing the commodity is 
less than the price fixed by the balance between the quantity 
of goods produced and the social demand. While it is per- 
fectly true that the quantity of goods produced in any in- 
dustry will in time inevitably decrease if the general margin 
between cost and selling price is less than a fair return on 
both the business skill and the capital employed in the indus- 
try, it is nevertheless true that in any concrete individual case 
there is no connection between this margin and a specific in- 
vestment of capital. The purchaser of the products of the 
prospective company will not concern himself in the least with 
the economics or the ethics of a just return on the invested 
capital. He will be interested solely in: the question whether 
or not the price is such as he is willing to pay — that this price 
afifords the producer a fair return is no concern of his. Even 
in the lighting and transportation businesses, where the courts 
have insisted on a connection between the price of the service 
and the capital invested, the consumer has shown little actual 
concern and the courts are powerless to bring into existence 
earnings on property when economic conditions render earn- 
ings impossible.* 



1 These considerations are not mere subtleties of economic theory; tliey are mat- 
ters of great practical moment. A certain railroad in . the Southwest built a branch 
Vine to a mining: camp, where the first outcrop of ore indicated ore bodies of great 
richness. At the solicitation of the mine-owners, the railroad completed its branch 
before the workings were opened in order to be in a position to handle the large 
business that would presumably follow the development of the mines. The mining 
camp proved a failure because the ores contained too much sulphur to permit of their 
economical use, and the ore bodies proved too small to permit of the large smelter 
expenditures necessary to treat them. Not a carload of ore was shipped out of the 
camp. The railroad had expended upwards of $400,000 in money in building the line, 
yet, clearly, its property was worthless except as the rails could be taken up and relaid. 
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Our competitive system of production knows no "ought" 
in the relation between property investment and earnings.^ It 
justifies earnings solely on the basis of economic service as 
evidenced by the demands of society. These demands, more- 
over, are always exerted at one time. The price fixed by de- 
mand and supply at this one time takes no cognizance of the 
capital originally invested. The amount of this is forever 
fixed; if society no longer needs its products it will be cast 
aside without any reference to a just return.^ The cost of the 
bricks originally entering into the expense of building a cotton 
mill — an element which must be taken account of in any eco- 
nomic calculation of the costs of all future cotton cloth pro- 
duced by the mill — does not move up and down with the price 
of cloth. All other elements in the cost of cloth may vary, be- 
cause the manufacturer may increase or decrease wages or 
buy his raw materials in markets which respond to changes 
in the price of his finished product, but the values of the 
things he purchased and used in the original construction of 
his plant are fixed and inflexible. While the first or original 
capital investment at the time of promotion is the constant 



^ This fundamental fact of the organization of the present-day industrial world 
is of the utmost importance in any attempt to predict earnings. The purchaser of 
goods makes no economic calculations as to what he should or should not pay for his 
goods to give to the entrepreneur a return justified by his business ability and the 
capital outlay. The science of economics knows no "ought"; it concerns itself merely 
with what is. So that the actual cost of production, while in the long run a definite 
factor in determining_ price, through competition of unit with unit, industry with in- 
dustry, is of merely incidental consequence in any given specific instance of exchange 
value and possible resulting profit. 

^ When the American Bicycle Company was organized, 1899, actual inventories 
and appraised property to the value of $22,290,151 were acquired. (69 ChrOn. 696.) 
All this property was devoted to the manufacture of bicycles, then a very popular 
social "fad. Suddenly, from a total estimated consumption of 880,000 bicycles a 
year, the demand fell to less than 100,000 a year. Over ten millions of dollars' 
worth of actual property devoted to their production became absolutely useless. Three 
failures and reorganizations followed each other during which the value of the original 
property was totally lost and the large additions of capital dwindled to insignificant 
proportions. For detailed account of American Bicycle Company, see Dewing, A. S., 
Corporate Promotions and Reorganizations, Chap. X (1914). 

The same result might follow from a mere change in so simple a matter as the 
relative cost of labor. The New England Cotton Yarn Company had, at its inception, 
several million dollars invested in costly English mules. A change in relative labor 
costs made it cheaper to spin coarse and medium yarns on ring frames. Ultimately, 
the company had to be reorganized and the mules were sold for scrap iron. (Ibid. 
Chap. VI.) 
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which extends its influence over the long period of use, it is 
powerless to give any certain value to the goods actually pro- 
duced and sold in the present/ 

Except, then, in fixing the amount of money that must be 
raised at the time of promotion, the cost of the property ac- 
quired or to be acquired by the new corporation should ex- 
ercise no influence on the flnancial plan. The determining 
factor is past and present earning power. This has two 
phases: the amount of earnings, and their presumptive regu- 
larity. 

Of the three kinds of securities likely to be included in a 
financial plan — bonds, preferred stock, and common stock — 
bonds must be given first consideration. A default in bond 
interest precipitates bankruptcy; so that it may be laid down 
as axiomatic that the life of the corporation should not be 
stifled by a burden of interest charges too heavy for it to bear. 
If the promoters have reason to expect that the net earnings 
of their company will not, under any circumstances, fall be- 
low a certain amount each and every year, the wise course to 
pursue would be to make the interest charges, in case an 
issue of bonds were necessary, well below the lowest expected 
earnings. Conservative investors would frown upon a fixed 
charge of over half the irreducible minimum of anticipated 
income. In case the company could get along without the 
issue of bonds, the preferred stock dividends might be allowed 
to run as high as two-thirds or even three-quarters of the 
minimum, but should in no case approach the limit. If the 
amount of earnings can be predicted with some degree of 
certainty, bonds should be issued up to a reasonable amount, 
as the new corporation can obtain money from the sale of 



* The reciprocal of this proposition is also true. Variations in the price realized 
for the finished product cannot modify that_ element in the cost, which may be predi* 
cated to the original value of the capital investment. The two are as independent 
as two elements can be in a complex set of economic conditions, where nothing is 
absolutely unrelated. 
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bonds much more cheaply than through the sale of any form 
of stock. 

The regularity of earnings is important. In case bonds are 
issued at the time of promotion, the interest must be paid 
regularly. If the corporation has a large issue of bonds and 
its earnings vary considerably from year to year, it may be 
thrown into bankruptcy at the first depression it encounters. 
And since the fluctuations in net earnings of any corporation 
engaged in the production of any commodity are great, con- 
servative promoters and bankers are reluctant to issue bonds. 
This is especially true of manufacturing enterprises. Owing 
both to the unreliability of earnings of the property going to 
form an industrial consolidation, and to the extravagant pre- 
dictions of the promoters, it is only in exceptional cases that 
the fixed interest charges of such an enterprise are made at all 
equivalent to the lowest probable earnings of the least pros- 
perous year likely to be encountered. In the case of railroad 
enterprises, it is customary to observe less conservatism and to 
create a bonded debt with fixed charges that more nearly ap- 
proximate the probable earnings of the new railroad. But this 
policy is based on the presumption that the earnings of the 
railroad will be at least constant and will meet no destructive 
competition during the first years of its existence, or until its 
earning capacity has been well estabhshed. 

From this it is clear that no progress can be made in form- 
ulating the financial plan of any new enterprise until something 
is known concerning the future earnings. Such an estimate, 
however, must depend primarily on the nature of the industry. 
For this reason no attempt can be made to lay down general 
principles that apply at once to all kinds of business enter- 
prise — for example, to the manufacture both of novelties and 
of staples, to railroads, and to insurance companies. The 
principles governing the estimation of the amount and the 
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regularity of earnings of the various kinds of enterprise must 
be considered separately — as is done in the succeeding chapters. 

The traditions and the width of the market in which the 
securities of the new company are to be sold constitute a less 
important, but by no means negligible, consideration. When 
it is proposed to list the new securities on one of the stock 
exchanges, care must be taken that the financial plan is such 
as to encourage the best marketing conditions; on the other 
hand, when it is believed that the only agency for the distribu- 
tion for the new securities will be the bankers' "over-the- 
counter market" the financial plan must be drafted in accord- 
ance with the wishes of a somewhat smaller but more par- 
ticular class of security-buyers. The prejudices of investors 
cannot be neglected. The investment public is fickle. At one 
time it covets apparent security with low income yield; at 
another time it will purchase only stocks paying high divi- 
dends, almost oblivious of the fundamental security. Bank- 
ers are usually fully aware of the prevailing temper of the 
public opinion and are guided largely by it ; but they must also 
balance the various motives and determine to what extent their 
plans should be adapted to what may prove merely a passing 
whim of public fancy. 

The most rational, and in a sense the most insistent, of 
these prejudices of the investing public is that based upon the 
peculiarity of state taxation laws. If a state has special and 
exacting taxation laws and it is proposed to sell the new 
securities to the residents of the state, it is sometimes neces- 
sary to mould the entire financial plan about the requirement 
that the securities to be issued shall be non-taxable to their 
future holders. This holds true with special force in cases 
where it is proposed to sell the securities to residents of New 
Hampshire and, to a less extent, other" New England states. 
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The balance of control is another motive which frequently 
plays a large part in determining the form of the financial 
plan. It has been one of the chief causes for the increase of 
holding companies during the last fifteen years'^ and for the 
use of a wide variety of securities in a single financial plan. 
Most promoters and bankers believe in the future success of 
the enterprises they stand back of ; they seek the public's cap- 
ital much more than they do the public's partnership. They 
want the investors' money, but they do not want to surrender 
to the investors either the control of the business or the right 
to exceptional earnings. For this reason they wish to retain 
a sufficient proportion of the common stock to assure them 
a voting control; but to arrange a financial plan that guaran- 
tees a sufficiency of public money and does not at the same time 
jeopardize this control, requires careful planning. It is usu- 
ally accomplished either by giving the common stock sole 
voting power and making the issue small — a device practiced 
by New England manufacturing businesses — or by making 
the common stock so large in amount that the proportion re- 
tained by the promoters and bankers exceeds the sum of the 
preferred stock issue and the common stock bonus distributed 
to the public. This is the device employed in formulating the 
financial plans of public service corporations. 



' See Volume IV, Chapter V. 
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The financial plan of a new manufacturing enterprise is 
ordinarily simpler than that of a railroad or other public 
utility. For that reason it will be discussed first. But while 
it is simpler in general outlines, in that it involves fewer kinds 
of securities, there are many considerations which make the 
formulation of the financial plan of a new manufacturing en- 
terprise extremely difficult. Foremost of these is the great 
uncertainty of the earning capacity of the new company. 

The probable earning capacity of the new company is a 
consideration paramount to all others. In forming an esti- 
mate of future earnings the natural presumption would be that 
earnings will, in some measure at least, vary with the amount 
of capital invested in the enterprise. This is true, however, 
only in those industries in which a competitor may spring up 
and with the same outlay of capital produce and sell goods as 
economically as the man already in business. That is, the 
normal earning capacity of tangible property should be em- 
phasized only in industries operating under conditions which 
afford ideally free competition, in cases where good-will, 
patent rights, or other intangible elements are not of substan- 

48 
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tial consequence. Such cases comprise relatively small busi- 
nesses easily undertaken by men of average ability, businesses 
in which no patented processes or machines are required, or, 
if required for economical operation, such processes or 
machines may be licensed or purchased by anyone. Fur- 
thermore, the business should be one which produces a stable 
commodity sold in such form that the identity of the producer 
is of no concern to the ultimate consumer. Any business com- 
plying with these conditions will yield a rate of return deter- 
mined by the average rate of interest on the capital investment 
and the relative skill of management exercised by the men in 
control.^ 

In the great majority of instances a better test of the fu- 
ture earning capacity of the new enterprise than merely its 
invested capital is the earnings of other concerns engaged in 
the same business. Under no circumstances is it worth while 
to make a comparison of probable earnings between two un- 
related enterprises.^ One can gain some faint idea of what 
candy factory earnings in the near future will be from candy 
factory earnings in the immediate past, but even then the 
periods of comparison must be short, else some unforeseen cir- 
cumstance may render the prediction valueless. The most 



^ The student of economic theory might correctly presume that this paragraph 
involves a confusion of the terms — gross earnings, net earnings, interest, and profits. 
The essential truth of the principle involved is not, however, affected by using these 
terms in their , non-technical meanings without attempting to draw fine distinctions of 
economic theory. If such distinctions are insisted upon, the statement becomes as 
follows: Businesses which conform to the conditions above mentioned will yield an 
amount over and above the cost of raw material, rent, and wagres, equivalent to pure 
interest on the actual capital employed, (the tangible property) increased or decreased 
by either negative or positive profits according as the manager possesses and exercises 
lower or higher business ability than the average manager engaged in that business. 
In other words, the margin remaining to the capitalist-entrepreneur will be a direct 
function of two independent variables, the quantity of invested capital and the rela- 
tive — not absolute — entrepreneur ability exercised. This latter includes the risk as 
one of its elements. As indicated above, granting that the business unit is managed 
by entrepreneur ability equal to the average that the rest of the industry commands, 
the net return will be pure interest, and hence, a direct function of the capital in- 
vestment. 

' Several years ago a stock-selling agent offered for sale the stock of a prospective 
candy factory to be located in Brooklyn and gave as the chief reason why the parti- 
cular stock should be bought, that the original investors in Singer Sewing Machine 
Company's stock reaped large returns. 
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serious difficulty with this basis for the judgment of earnings 
lies in the personal equation present in any business. No two 
enterprises ever yield the same profit, even though all condi- 
tions are identical except that of management.^ But it is this 
very element of management which is of greatest importance. 
Estimates of earning capacity based on the earnings of simi- 
lar businesses must therefore be adjusted on the basis of at 
least one element which is unknown and which is more impor- 
tant than all others. If the man who is to undertake the man- 
agement has been successful elsewhere under similar condi- 
tions, there is less uncertainty. But even then there may be 
present some element which renders a seemingly parallel case 
really unsuitable for comparison,* 

Closely allied with the use of similar or competitive busi- 
nesses as the basis for estimating the earnings of a new enter- 
prise is the practice of "dead reckoning" from the probable 
demand for a product not yet made. This practice is very 
common in the promotion of new manufacturing businesses 
in geographical localities where they have not previously ex- 
isted. For example, the superintendent of a St. Louis shoe 
factory happens to be visiting in Dallas, Texas, and finds that 
large quantities of shoes are imported from St. Louis and even 
from Lynn and Brockton. He seeks to interest local capitalists 
in the erection of a modern shoe factory, the administration of 
which he will control. In order to prove to the local bankers 
that the factory would pay, he will probably obtain more or 



^ The economist considers this payment for the services of management as profits. 

* This is particularly true when a successful manager of a small plant assumes 
control of a much larger plant. Twice in the history of the New England Cotton 
Yarn Company the men in control of the company made the fatal error of inferring 
that a man who had been successful in running a single mill could be equally suc- 
cessful in the management of a group of mills. In both cases heavy losses followed, 
leading to forced reorganizations. A certain enterprise has six factories in the Middle 
West. To gain efficiency it built, at a cost of ten million dollars, a tlioroughly 
modern mill, the largest of the kind in existence. The directors selected as 
manager the man who had been the most successful in the operation of the small 
factories. He made a failure of the large one. Ultimately, its management was given 
to a man who had shown less than ordinary ability in the management of a small 
tinit. His administration was successful. 
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less reliable estimates of the profits of the St. Louis shoe- 
makers to prove that the industry is, in itself, profitable. He 
will then gather statistics covering the sale of shoes in the 
jobbing district of which Dallas is the center and at the same 
time compute the cost per pair for labor and raw materials at 
Dallas. In all such cases, no matter how accurate the statis- 
tical computations, there are many unknown factors which will 
modify the final outcome, not the least of which will be the 
superintendent's lack of experience in selling shoes in Texas. 
A study of what other people are doing in any line of business 
should not, for a moment, be considered as an accurate indi- 
cation of what a new man can do under new conditions, how- 
ever close the parallel may seem. 

During 191 5 and 1916, while the Great War was raging, 
many new enterprises were launched in the expectation of 
reaping inordinate profits. Old, established businesses went 
into new lines of manufacture lured by the high prices of war 
materials. These ventures were all undertaken on the basis 
of some system of "dead reckoning," fortified in most cases 
by far less accurate knowledge and broad judgment than ex- 
perienced business men ordinarily command. Practically all 
of them have proved less profitable than the estimates had 
promised. Shrapnel proved unexpectedly expensive to make 
in the small machine shop which had never made it before; 
copper, zinc, and steel materials rose in price beyond all ex- 
pectation ; labor became scarce, even at higher wages ; the sub- 
contractors failed to make delivery; these and countless other 
unforeseen circumstances vitiated the accuracy of all the esti- 
mates upon which the businesses were started.^ This marked 
difiference between estimates and results, although a conse- 
quence of the economic dislocation incident to a great war, 

' The experience of the General Electric Company is a concrete illustration of this. 
They took a small amount of "war orders," and although the venture was managed 
with skill and in a way not to disorganize their business, the profits were less than 
tliose realized on their ordinary business. 
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illustrates how difficult it is to rely on the dead reckoning of 
probable profits even when the margin is, to outward appear- 
ances, so large as to insure the manufacturer against every 
contingency. 

The methods of estimating profits which have been dis- 
cussed up to this point apply to new enterprises. A majority 
of promotions today, however, are built up, to some extent 
at least, on previously existing plants or enterprises. The 
promotion in these cases takes the form of a consolidation of 
already existing plants, or else the entire reconstruction of a 
small enterprise into a larger one of the same nature. Under 
such circumstances, the business experience of the plants en- 
tering into the new company is of real value in estimating fu- 
ture earnings and when available may be used always with 
more or less confidence. Such estimates involve an appeal to 
concrete experience, supported by definite figures, and for that 
reason are especially in favor among accountants and engi- 
neers, although regarded with a certain degree of suspicion 
by the shrewd business man. 

The value of the method of estimating future earnings of 
a new business by the sum of the previous profits of its com- 
ponent parts must be used with discretion. The fluctuations 
and irregularities of earnings during previous years, through- 
out the entire industry, will give convincing evidence of the 
extent to which the nature of the business permits past ex- 
perience to be made the basis for the prophecy of the future. 
During the "trust" promotion periods of 1889 to 1893, and 
1897 to 1903, practically every prospectus contained state- 
ments of future earnings, based on the previous earnings of 
the component companies. In the majority of cases the 
consolidated company failed not only to yield greater profits 
than the components, but even to earn as much. A study has 
been made of some twenty-nine industrial consolidations, 



FINANCIAL PLAN — MANUFACTURING 53 

selected at random so as to be representative of industrial con- 
solidations in general." The study indicated that the earnings 
of the industrial consolidation during the first year, the tenth 
year, and the average earnings of the first ten years, wtre all 
below the earnings of the separate plants before consolidation. 
Used M^ith discretion the past earnings afford some ground 
for estimating future earnings in industrial consolidations. 
As more fully discussed in the chapter dealing with the divi- 
dend policy of industrials,'' certain kinds of corporations can 
anticipate a greater regularity of earnings than others. Those, 
for instance, which produce a commodity sold directly to the 
consumer in small quantities, especially if sold under an es- 
tablished trade-mark, will always have greater regularity of 
both gross and net earnings than corporations engaged in the 
production of large, expensive equipment sold to other manu- 
facturing companies or to public utility enterprises. The earn- 
ings of the National Biscuit Company have always been con- 
spicuously regular, those of the American Car and Foundry 
Company conspicuously irregular.' 

' Volume IV, Chapter III, note 13. The following table prepared some years 
age, bears out the results of a more extended study. 

Eaxnings Bepore and After Consolidation 

Earnings After Consolids. 

Approxi- , * , Percen- 

mate Time Amount Annual tage of 

Annual Covered of Earn- Rates Earningi 

Earnings by First ings Given Repre- After 

of Plants State- in First sented Consolida- 

Prior to ment in State- by First tion to 

Consolid. Months ments State- Those 

ments Before 

United States Leather Company. .. .$4,800,000 12 -$980,494 Deficit 0% 

National Salt Company i 450,000 S'/i 429,000 $605,800 134% 

United States Realty and Construc- 
tion Company 3,800,000 9 1,417,686 1,900,000 50% 

American Bicycle Company 4,900,000 10 1,000,000 1,200,000 24% 

American Malting Company 1,300,000 15 502,125 401,700 31% 

New England Cotton Yarn Company 1,106,197 nVi J.04i,500 1,086,500 98% 
Mount Vernon-Woodberry Cotton 

Duck Company 1,100,000 4 609,433 1,828,300 166% 

International Cotton Mills Corpora- 
tion 700,000 12 388,936 388,936 56% 

Asphalt Company of America S7o,ooo 12 225,837 225,837 40% 

United States Shipbuilding Company 1,942,522 12 1,078,261 1,078,261 50% 

Average Initial Earnings 6s% 

I Volume III, Chapter VII. 

« For more extended discussion of this principle, including tables, see Volume 
III, Chapters VI and VII. 
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According to this general principle, the past earnings of 
manufacturing establishments producing the cheap necessaries 
of life and selling them under long-established trade-marks 
may be used with considerable confidence in estimating future 
earnings. Baker's Chocolate and Karo Corn Syrup are so 
widely known that the volume of sales in any one year can be 
predicted with remarkable accuracy. On the other hand, 
neither the gross sales nor the net earnings of a manufac- 
turer of costly or specialized machinery can be predicted, nor 
can they be used by the promoter with confidence. Yet even 
those cases in which the industry conforms to the theoretical 
conditions where prophecy of earnings would seem to be most 
reliable, are subject to individual uncertainties. Changes in 
the cost of raw materials and in the rates of interest and of 
wages, render any particular estimate of the future earnings 
little better than an intelligent guess. When the business op- 
erates in an industry susceptible to sudden and extreme fluctua- 
tions in the demand for its product the guess can hardly be 
considered intelligent." 

The value and reliability of past earnings in forecasting 
the future earnings of a reconstructed or reorganized enter- 
prise, in contrast to a consolidation, depends further on the 
period of time considered. Ordinarily a bankers' examina- 
tion into a promotion will reach back into the past history of 
the elements of the business as far as the records will permit. 
But these old earnings are not used by the bankers in selling 

' An extreme case of the difference between the anticipated and the actual in 
earnings is shown by the early history of the consolidation in the leather business. 
There were two such consolidations, one of the upper leather tanneries and one of 
the sole leather tanneries. One of the promoters of the American Hide and Leather 
Company, the upper leather consolidation, announced in the trade journals that the 
"economies of consolidation would not fall below $4,000,000 and that the consolidation 
would be able to pay from $5,300,000 to $6, goo, 000 in dividends, or 7 per cent on the 
preferred and from 8 per cent to 12 per cent on the common stock." (Boot and Shoe 
Recorder, May 24, 1899.) The earnings of the consolidated company directly after 
formation were not published, but from inference it is apparent that the earnings 
were less than $200,000. Dewing, A. S., Corporate Promotions and Reorganizations, 
546 (1914). 

The figures covering the United States Leather Company (the sole leather con. 
solidation) are given in the table in note 6. 
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securities, unless they are conspicuously favorable to the new 
company. In stable industries, in which the economic condi- 
tions under which they operate change but slowly, the past 
earnings during a period of years often furnish a more valu- 
able basis of prediction than the earnings of a single year. 
This applies particularly to manufacturing businesses selling 
their products under established and well-known trade-marks. 
When the earnings for a period of years are used in the 
bankers' prospectus as evidence for the estimated earnings of 
the new company they are expressed in terms of averages, but 
the earnings of the preceding year will be stated separately 
as well. Unless this is done, suspicion is aroused that the 
preceding year had fallen below the average. So that, when 
possible, a more accurate estimate of probable earnings can 
be obtained by deducing from the past the general direction 
or drift in which the rise and fall of earnings is tending. This 
cannot be done by a mere average. Nor should the investor 
permit himself to be deceived by a mere average when he is 
given nothing from which to deduce the general drift, or any 
evidence of the present condition of the business.^" 

This discussion of the grounds upon which future earn- 
ings of manufacturing companies may be estimated at the time 
of promotion indicates how much the whole subject is a matter 
of surmise.^^ Shrewd business men and bankers, during the 



^ Unfortunately, the method of averages is sometimes used to cover up a conspic- 
uous loss or a gradual lessening of earning capacity. During the year before the 
Consolidated Cotton Duck Corporation was taken over by the International Cotton 
Mills Corporation it encountered a net manufacturing loss of over $80,000 due partly 
to the dilapidated condition of its plants and partly to unwarranted speculations in 
cotton. During the year the net deficit, after fixed charges, amounted to over $500,- 
000; yet, taking into consideration four preceding years of better conditions, it was 
possible to compute the average earnings after fixed charges as $392,497. Instead of 
pointing out in his letter to the reorganization syndicate, that the average was by no 
means indicative of the conditions then prevailing in the mills, the vice-president stated 
that, "the net earnings, covering a period of five years to May i, averaged yearly 
$400,000 after deducting interest on the Mount Vernon-Woodberry bonds. ' (Letter 
of Charles K. Oliver to Augustus P. Loring and Joseph B. Crocker, dated May 25, 
1910.) The letter made no reference to the earnings of the preceding year. 

" For more extended discussion based on some fourteen selected cases, see Dew- 
ing, A. S., Corporate Promotions and Reorganizations, Chaps. XX and XXI, espe- 
cially pages 529 to 549 (1914). 
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era of trust promotion and during the early months of the 
Great War, were quite as apt to be led astray as the ex- 
perienced public investor. 

In general, two considerations influence promoters and 
bankers in plotting the financial plan of a new manufacturing 
company. These two major considerations are the estimated 
earnings — regarding which, as has been indicated, little can 
be said with definiteness — and the general traditions and 
prejudices of the investors to whom the securities are to be 
sold. This is much less a matter of surmise than the probable 
earnings, although it is of less permanent significance to the 
new company itself. Investment is a matter of fashion. Cus- 
toms established and prejudices deep-grounded in the minds 
of investors cannot be easily changed; the promoter must ob- 
serve them whether he would or not. This is excellently illus- 
trated by the current and accepted custom that bonds should 
not be used in the financial plan of a manufacturing enter- 
prise. Historically, it is explained by the fact that manufac- 
turers and bankers in New England, where most of our manu- 
facturing industries originated and where many of them are 
even now located, are traditionally opposed to creating a 
direct funded debt on a manufacturing plant. This old tradi- 
tion has been strengthened by two very important considera- 
tions. Bonds are taxable in several New England states 
whereas stocks are not," so that stocks can be sold more 
easily than bonds among many New Englanders who are 
unwilling to perpetrate tax deceptions. Added to this is the 
very important fact that banks are more willing to loan money 
on the general credit of a manufacturing company with liberal 
net quick assets, if it has no bonded debt on its plant. And 
while the tradition against bonds is stronger in New England 
than elsewhere, it is nevertheless true that the financial plan 

"This was true, until recently, of all the New England states. 
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of every manufacturing enterprise must give at least some 
weight to it. 

The principles stated above must be applied differently ac- 
cording to the nature of the manufacturing business for which 
the promoter or banker is formulating the financial plan. In 
the case of a specialty manufacturing business and similar 
speculative enterprises, only one class of stock should be is- 
sued. The Mrhole future earning capacity of the enterprise 
is so doubtful that no investor can be expected to consider a 
preferred stock any more secure than the common stock, and 
all will prefer the latter because it will carry greater op- 
portunities for speculative profit. Needless to say, the bonds 
of such an enterprise will be practically unsalable, except at 
rates of discount. If sold the proceeds would yield the new 
company no more money than the sale of the same amount of 
common stock.^' The rule for the financial plan in such cases 
is simple — only common stock should be issued against mere 
prospective profits. And as human nature, especially that of 
credulous people, draws some connection between the par 
value on the face of the certificate and the actual value, pro- 
moters and bankers usually issue stock in amounts far ex- 
ceeding what any reasonable expectations of profits would 
warrant. They can then issue to themselves such large 
amounts of the stock in return for patent rights and banking 
services, that their proportion will exceed the amount sold to 
the public. In this way the public buyers of the stock can be 
made to take all the primary risk of the new company, with 
a promise of less than half the possible profit. It is, in truth, 
from the point of view of the promoters and bankers, a modern 



" This is illustrated by bonds of mining enterprises. While such bonds hav» 
been issued, especially in the case of large copper mining companies, they have in- 
variably been made convertible into common stock. The market price of such con- 
vertible mining bonds is practically the same as that of the common stock. Indeed, 
"mining company bond" is misleading, for from the nature of the enterprise, a com- 
pany which cannot earn a dividend on its stock cannot be made to earn interest on 
Its bonds in case of foreclosure. 
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instance of "heads you lose, tails I win." The unfortunate 
feature is that the public not only tolerates the game but seems 
unwilling even to weigh inteUigently the chances. 

When the promoters and bankers are dealing with a con- 
solidation of previously existing manufacturing plants, espe- 
cially when these plants are manufacturing special commodi- 
ties for the open market, the new enterprise is not to be re- 
garded as merely a gamble. The earnings of the plants before 
consolidation give at least a semblance of assured earning 
power, and the tangible value of the property acquired gives 
the appearance of considerable substantial assets. Preferred 
stocks may then be introduced into the financial plan with some 
expectation of selling them as "semispeculative" investments.^^ 

^* To illustrate concretely the principles involved in this paragraph, we will take 
a real case of the promotion of a manufacturing concern operating in a small New 
England city. The exceptional and special features are omitted or modified. There 
were three mills, each producing the same staple commodity. All possessed valuable 
trade-marks and a dependable line of customers. The oldest and best-known mill 
had been allowed to run down, and the managers — the third generation from the 
founder — had not devoted their individual attention to the business. The two other 
mills had young and aggressive managements, but their products had neither the 
reputation nor the quality of the older mill. They were, moreover, hampered by lack 
of capital- One of the most aggressive of the managers of the newest but smallest 
mill believed a large business could be established from the union of the three mills. 
Such a combination would command large credit and an aggressive management, re- 
inforced by old, well-known trade-marks and trade connections. 

The promoters received options on practically all of the stock of the three mills. 
These options called for $2,000,000 actual money. The new company needed at least 
$1,000,000 new working capital in addition to that possessed already by the three 
mills. In addition, about $100,000 was required for certain debts and reorganization 
expenses, so that the promotion involved the raising of $3,100,000. The earnings 
of the three mills were as follows (even thousands) ; 

Mill A (with valuable Mill B 

trade-mark) 

Previous Aver, past Previous Aver, past 

year 5 years year s years 

Gross Sales $2,500,000 $2,800,000 $1,100,000 $950,000 

Total Costs 2,600,000 2,700,000 900,000 800,000 

Net —$100,000 $100,000 $200,000 $150,000 

Mill C 
Previous Aver, past 

year 5 years 

Gross Sales $1,500,000 $1,300,000 

Total Casts 1,200,000 1,100,000 

Net $300,000 $200,000 

From this table it is clear that the net earnings the year previous to the con- 
solidation amounted to $400,000 and that the average of the five-year period was 
$450,000. This had been realized without the new capital which the promoters pro- 
posed to furnish. It was believed that the new company could be safely burdened 
by a contingent charge (preferred stock dividend) of $200,000. 
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It is possible to summarize the general principles which 
should govern the structure of the financial plan of a new 
industrial enterprise. If the enterprise is of the nature of a 
new business, for which no plausible estimate of earnings can 
be formed, only common stock should be issued. The amount 
is immaterial. If some plausible estimate of earnings may 
be reached on the basis of the previous earnings of the plants 
or of the nature of the industry, a preferred stock may be 
issued to be sold to a group of men sometimes called "specula- 
tive investors." If preferred stock is issued, in no case should 
the promised dividend exceed one-half the average earnings 
of the last five years, if the promotion is a combination or re- 
organization of previously existing plants; or one-third the 



The preferred stock bore 7 per cent dividends, as it was intended to be sold in 
competition with similar industrial preferred stocks. The total amount of preferred 
stock issued was set at $2,800,000, an amount which certain bankers agreed to buy. 
The bankers bought the preferred stock of the company at 90 per cent and sold it 
at par. The bankers received in addition a large allotment of the common stock. 
The new company realized $2,600,000 of the total of $3,100,000 required from the 
sale of its preferred stock. The remaining $500,000 was borrowed from banks and the 
bankers on year notes. It was planned to issue new preferred stock as soon as the 
new earnings had justified a larger preferred stock dividend charge. 

By means of the sale of preferred stocks and notes the promoters secured all the 
money necessary to start the enterprise. Those in control reserved for themselves 
the common stock. A third of this went to the individual promoter, a third to the 
bankers, and the other third was distributed among those of the owners of the old 
mills who consented to take preferred stock instead of cash as their, options desig- 
nated. The amount of this common stock is of no consequence; it might have been 
$3 instead cf $3,000,000. The latter amount was chosen by the bankers to balance 
better the issue of preferred stock, thereby implying that there was a considerable 
equity after the preferred stock. The financial plan took the following form; 



Year Notes 

Preferred Stock — 7% 
Common Stock 



Securities 
Issued 


Charges 


Money 
Realized 


$500,000 


$30,000 


$500^000 


2,800,000 


196,000 


2,600,000 


3,000,000 







$6,300,000 $326,000 $3,100,000 

The balance sheet of the new company was as follows at the very beginning 
(omitting thousands and condensing details) : 

Assets Liabilities 

Good-will $3,200,000 Common Stock $3,000,000 

Plants 1,500,000 Preferred Stock 2,800.000 

Inventories 200,000 Year Notes 500,000 

Receivables 300,000 

Customers* Notes and Ad- 
vances . , , , , 1 00,000 

Cash 1,000,000 



$6,300,000 $6,300,000 

From which it is clear that the Good-will account was made to balance the com- 
mon stock and the discount on the preferred stock. 
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prospective earnings, if the promotion is a new enterprise in 
an established industry. Under no circumstances should the 
preferred stock charges equal the net earnings of the poorest 
year experienced by the old companies. No bonds should be 
issued under any circumstances. The purchase money notes, 
if absolutely necessary, should not exceed a year in maturity 
and should be as small in amount as possible. As long as 
they remain outstanding, they should be regarded as a quick 
liability, not a funded debt, and should be included in the ac- 
counts and notes payable. Deviation from these simple prin- 
ciples controlling the future charges against the new com- 
pany cannot be considered conservative financial policy. The 
common stock may be issued to any amount that suits the 
convenience of the promoters ; probably the amount should be 
large so that a considerable number of shares can be distrib- 
uted to bankers, investors, lawyers, and the like, and the pro- 
moters still retain a controlling majority. 



CHAPTER V 

THE FINANCIAL PLAN OF THE NEW PUBLIC 

UTILITY ^ 

Connection between rates and earnings of a local utility, 6i ; Tests 
of earning capacity of a new utility, 64; Population, 64; Wealth, 
65; Past and future of locality, (>y\ Actual and potential competi- 
tion, 68; Comparative earnings, 69; Estimation of earnings of a 
reorganized utility, 69; Money investment required, 72; Form of 
the financial plan, 75; Financial plan of an hydro-electric enterprise, 
80; Human factors in promotion, 85. 

As in the case of manufacturing enterprises, the financial 
plan of a gas, electric light, or hydro-electric power company- 
must be based on its prospective earnings. But the prediction 
of earnings at the time of the promotion of a public utility is 
more accurate than that of a manufacturing enterprise. Even 
in the matter of actual capital investment, there is likely to 
be some correspondence between cost and earning power. 
The actual cost of constructing a public service enterprise has 
been standardized. Moreover, it is unquestionably true that 
the reduction of the rates of a gas or electric company does 
not usually reduce the net earnings.^ This means that within 

^ The term "public utility" is used here in a somewhat restricted but yet 
very convenient sense to include water, gas, and electric companies and local street 
railways. While a railroad or interurban electric road is a public utility, the whole 
operation and even the financial organization is so different from the corresponding 
features of ar water works, electric plant, or hydro-electric development that the term 
is used here to refer only to the latter group of enterprises. They are character- 
ized by large original capital Investment, stable earnings, and a low labor element 
in the cost of operation. 

As used in law, the term "public utility" includes railroads, telephone and tele- 
graph companies, as well as the local utilities.^ It may also include express, sleeping- 
car, and even pipe line companies. In certain southern states it has been made to 
include ice companies and even cotton gins. In investment circles, however, the 
meaning is restricted to the ordinary local utilities to which it is applied here, except 
that large interurban traction companies arc included by most investment bankers. 

^ There is an economic law of extended application which applies to the produc- 
tion of all commodities sold without competition, but with a more or less_ uniform 
elasticity of demand. It is sometimes spoken of as the law of monopoly price. The 
demand for gas, water, or electricity is elastic; ordinarily the company producing 
one of these commodities enjoys a local monopoly. As a result of these simple facts 
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reasonable limits the net earnings are independent of the rates. 
So that there will exist some more or less standard ratio be- 
tween the value of the property investment and both the 
gross earnings and the net earnings, whatever the rates 
may be. 

The courts have recognized the justice of this principle, 
insisting that property devoted to the public service shall be 



the rates charged to consumers are related to the total net earnings of the company 
in the following manner. 

As the rate to the consumer is increased, the net revenue per unit of product 
sold rises (provided the cost is a simple function of the quantity), but the volume 
of consumption falls. It is equally obvious that, as the rate to the consumer is 
decreased, the net revenue per unit sold falls, but the volume of consumption rises. 
The amount of net revenue and the quantity of the commodity sold are thus both 
dependent on the consumer's rate, but changes in the rate do not make corre- 
sponding changes in both revenue and volume of sales. (A little change of rate at 
one point may make a profound change in net revenue together with only a slight 
change in quantity sold — as when the price of gas, which costs the company to pro- 
duce and deliver, 65 cents per 1,000 feet, is reduced from 75 cents to 70 cents. 
At another point in. the scale, a change in rate may make a great change in the 
amount of consumption and but a little change in the net revenue per unit sold, 
as when the price of gas costing 50 cents to produce is lowered from $1.00 per i,goo 
feet to 95 cents.) If a reduction in rate brings about not only an increased volume 
of sales, but also, on the basis of this increased volume, decreased cost of produc- 
tion, the total aggregate net profit on this larger volume with a lower i)rice may 
exceed that obtained through the sale of the smaller volume at the higher price. This 
is excellently illustrated by the following diagram. 

Let the distance OX represent the amount of consumption of gas at the 
rate of OA per 1,000 feet. If a lower rate, say OB, is charged, the consump- 
tion will be OY, But as the quantity 
of gas manufactured is increased, the 
cost of production per thousand feet 
falls, so that when the amount OX 
only was produced the cost was OM 
per thousand feet, whereas when OY 
was produced the cost fell to ON. 
Clearly the net profit per thousand feet 
for OX sales was AM. and for OY sales 
BN. And, furthermore, BN may be 
somewhat less than AM. Yet the total 
net earnings at price OB, represented 
by the area of the parallelogram 
BNN'B'.are greater than the total net 
earnings at price OA represented by the 
parallplogram AMM'A'. And in gen- 
eral, the greatest net earnings of any 
public utility selling a commodity pos- 
sessing a monopoly m its own field, will 
be assured by such a rate to the con- 
sumer that the area of the parallelogram 
shall be maximum. The rate at which 
this value shall be maximum in ar y 
given ease cannot be predicted. It is a 
function of the elasticity of the demand 
which itself varies according to the na- 
ture of the commodity and the char- 
acteristics of the community served, 
The elasticity is least for water and 
greatest for electric power; it is least 
m a residential and greatest in a manu- 
facturing locality. 
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protected in earning at least a fair return on the investment.' 
This being the case, a pubhc service company can secure the 
protection of the courts against a reduction of its rates only if 
it can show that the new rates will not permit it to earn, under 
average but competent management, a fair return on its tan- 
gible property. For this reason, if for no other, the amount 
of property already invested or to be invested in the public 
service company is important in estimating earnings. 

The objective tests of the earning capacity of physical 
property devoted to public service businesses are to some extent 
reliable, because here the gross receipts and even the net rev- 
enues vary with population served. The average human 
being, whether situated in Michigan or Massachusetts will use 
about the same amount of water, gas, or electricity. Certainly 
the consumption of any of these utilities may be increased 
somewhat through a prolonged "new business campaign" or 
decreased through poor and inattentive service, yet the student 
of comparative statistics can easily compute in a rough fashion 
the minimum amounts which the water works or gas plant can 
earn irrespective of questions of efficiency in management.'' 



^ * The view has been of slow evolution and the preeise legal minimum is difficult 
to infer, because of the lack of unanimity of even the present court decisions. Fur- 
thermore, the United States Supreme Court seems to have changed its views. Thus, 
in the Granger cases decided in 1876 (see Munn v. Illinois, 94 U. S. 113) the court 
took the view that regulation of the rates to be charged for the use of property em- 
ployed for a public interest was a power of the legislative branch of the government 
and the courts could not control such a power. Ten years later in the Railroad 
Commission cases (see 116 U. S. goyff.). Chief Justice Waite remarked: "This power 
to regulate is not a power to destroy and limitation is not the equivalent of confisca- 
tion." Finally in 1898, in Smyth v. Ames (169 U. S. 466), in what has come to be 
a. leading case. Justice Harlan states; "We hold, however, that the basis of all cal- 
culations as to the reasonableness of rates . . . must be the fair value of the property 
being used . . . for the convenience of the public." And finally in the now famous 
Consolidated Ga.S case (Wilcox v. Consolidated Gas Company, 212 U. S. 19 [1909]) 
Justice Peckham declared that "taking all the facts into consideration we . . think 
complainant is entitled to 6 per cent on the fair value of its property devoted to the 
public use." An exhaustive and careful study of the problem of fair value from the 
point of view of court decisions, is given in Whitten, Valuation of Public Service 
Corporations, Chap. II S. 

* The ordinary method of expressing such statistics is by the *'per capita" basis, 
the quotient found by dividing the entire population served into the total figures 
of earnings or capital. For example, it can be said^ that a gas works, located in a 
city of twenty thousand inhabitants or more, and situated in the northern half of 
the United States, will yield gross income of at least $2.50 per inhabitant, and that 
the net income after expenses will be at least 60 cents^ per inhabitant. Simdar rough 
figures may be developed for electric light and private water companies. Extreme 
cases of good management may very much increase the' minimum expectation, as those 
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Setting aside for the moment the commoner form of pro- 
motion, that of the acquisition and rehabilitation of small 
previously existing utilities, the attempt to estimate earnings of 
an entirely new utility presents great difficulties, but if care- 
fully executed has at least the value of an intelligent guess. 
In making this guess the promoter and bankers have five main 
lines of evidence to rely upon : the population, the wealth and 
industrial activity of the locality, the past history of the region 
and its future economic possibilities, competition of other 
already established competitive utilities in the same locality, 
and lastly the earnings of the same utility in other places anal- 
ogous in geographical location, in size, and in economic re- 
sources. 

It would seem that it would be a very easy matter to deter- 
mine the population of a given locality in which it is proposed 
to erect an electric light plant, gas or water works. This is 
not true. Population is always "estimated" by the promoters 
and these estimates are invariably too high. Not only are the 
census figures inflated by unwarranted additions since the last 
census, but neighboring localities are included notwithstanding 
the fact that the utility would not, by any stretch of the imagi- 
nation, reach out to them. Then, too, even if the exact census 
figures are used, there is a marked difference between mere 
population and prospective customer population. Scattered 



of Detroit, Denver, and Fort Worth for electricity, and St. Paul, New Haven, and 
Milwaukee for gas, but the promoter in building and financing his plant will wisely 
presume that he can obtain only what experience has shown to be minimum earn* 
ings. Two of the writer's studeiits have made exhaustive computations of compara- 
tive statistics of enterprises of different size all over the United States. Owing to 
the differences in local conditions and marked variations in accounting practices, the 
gross averages were not found to be of substantial scientific value. They did show, 
however, that there existed rough limits, like that just cited, below which even the 
inefficiently operated corporation did not, under normal conditions, fall, and above 
which none, except those of most unusual management, could hope to rise. The 
averages of capitalization were _ most unsatisfactory, owing to the difficulty of deter- 
mining the amount of stocks in. excess of physical cost. Yet from comparison of 
a few typical cases it was apparent that gas works, under normal conditions of con- 
struction and operation, cost not far from $20 per capFta, and electric light plants 
not far from $25 per capita. For further discussion of the fundamental and "de- 
rived" statistics of public utility enterprises, see Dewing, A. S., Public Service Cor- 
poration Securities. 
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farmers in outlying rural districts are of no consequence to a 
gas or electric company,^ although they are to the street rail- 
way. A man, wife, and thirteen children living in a hovel on 
the far outskirts of a southern city do not add a bit to the 
population for the purpose of computing electric light earnings, 
useful though they may be in determining the Congressional 
representation of the district. And after correct population 
figures have been computed, they do not mean the same for 
all localities. Southern population figures, with a large pro- 
portion of negroes, do not represent the same consumption ca- 
pacity as the same figures in a northern industrial city. A 
concentrated population means more for the water, gas, and 
electric utiHty and less for the street railway than an "open," 
scattered population. Yet setting aside exceptions, one may 
assume that under modern living conditions of a large town 
or small city, the probable number of water consumers will be 
about one-seventh of the total population, and the number 
of electric consumers about one-tenth. The proportion of gas 
consumers will depend on whether it is natural or artificial 
gas and whether or not there is an electric utility already 
established.® 

The wealth and industrial prosperity of the general region 
to be served by the prospective utility are of great consequence. 

^ Even when an electric transmission line passes through an agricultural locality, 
it does not pay to "step down" the voltage to serve the small farmers. Even though 
the transmission lines are no higher than 6,600 volts, it will not pay (in the writer's 
opinion) to cut into the line unless there are at least five farmers within reach of 
a third of a mile of secondary, and these five have, a prospective average annual 
gross consumption of $25 apiece, or $125 gross to the single transformer. _ Aside from 
the capital invested in serving scattered rural population, the cost of maintenance, of 
trouble-hunting, o£ collections, etc., is relatively higher than in towns. Not the 
least of the objections to rural services is the greater danger from lightning to 
transmission lines having frequent transformer stations placed upon them. All this 
illustrates how unwise and misleading it is to include surroundmg rural population 
in "population served" figures, 

' These figures are little more than the vaguest approximations. They have, how- 
ever, this value — that they furnish a quick method of separating the utterly unmerited 
"prospects" from those it is worth while to investigate further. For unless the den- 
sity of population is such that 10 per cent of the available inhabitants, consuming 
an average amount of electricity charged for at the rates prevalent in the surround- 
ing towns will produce such a gross revenue as will justify an engineer in assuming 
that the net revenue resulting is equal to at least 12^ per cent of the estimated 
cost of construction, the proposition needs no further consideration. 
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They are ascertained by a variety of tests: bank deposits and 
bank clearings, estimated total pay-rolls of all the industries, 
post office receipts, estimated value of manufactured mer- 
chandise shipped away, general prosperity of the small shop- 
keeper. All these elements must be checked against each 
other/ One alone may be misleading. In addition the wealth- 
saving capacity and thrift of the inhabitants count for much. 
During the last year or two the subscriptions to Liberty Loans 
and War Savings Stamps have afforded a good index of eco- 
nomic strength. One should note the ways in which people 
spend their money and the general appearance of the homes. 
These things can be told only from a personal inspection of the 
region by the banker himself or his trusted representative. In 
such a personal investigation, made by spending days or weeks 
in the locality, the representative of the banker will study the 
economic, social, and moral character of the inhabitants. He 
will note the presence or absence of liquor saloons ; the rate of 
new house building and the proportion of the new building 
that is being done for owner-occupants ; the ease or difficulty 
of renting houses; the credit ratings of the local merchants 
and the character of their stocks of goods; the character of 
the schools and the proportion of taxes devoted to education; 
the contributions of the locality to churches and charities ; the 
general appearance and the moral conditions of the "slums"; 
the presence of graft and corruption in public life and the 
statistics of crime and vice — these and many other factors 
must be carefully studied to supply evidence in determining 
the prosaic question: Will an electric light company pay? 
Needless to say a large manufacturing industry very much 
improves the economic stability of the region ; but in a "single 
industry" town, the prosperity fluctuates too much with the 

^ In a certain case favorable judgment was passed on an electric light prospect in 
a middle western state solely because of the remarkably large bank deposits. The 
company failed to earn the anticipated returns. The large bank deposits were due 
to the great wealth of farmers in the outlying rural district, but this wealth helped 
but little the struggling electric utility. 
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prosperity of the industry. A group of small, diversified manu- 
facturing industries employing highly skilled men affords the 
best possible field for the local utility.' Generally speaking, the 
nearer the industries are to the basic process of manufacture — 
in the sense that the furnace man is basic to the steel-maker, 
and the steel-maker to the bridge-builder — the stronger will 
be the economic stability of the locality. If the industries 
are directly connected with some monopolistic source of raw 
material, as Duluth-Superior is allied with the Lake Superior 
iron mines, the prosperity of the town must be judged in terms 
of the prosperity of its fundamental industry. Too much 
stress cannot be laid on the fact that the prosperity of the local 
utility rises and falls with the general economic welfare of the 
locality it serves. 

The past history of the region and its future possibilities 
are matters of great moment. The ablest public utility oper- 
ators are guided more by the past and the future in determin- 
ing whether a new utility will pay than they are by the 
immediate conditions before them. The past history of the 
region is important in determining whether the locality is on 
the up grade or the down grade, economically and socially. 

Many localities, especially in New England and the Mid- 
dle Western states are "going to seed" ; not only are the indus- 
tries moving away or dwindling in importance, but the best of 
the young blood is emigrating to other localities. The propor- 
tion of "old folk" and degenerates increases; people wear a 
kind of forlorn and resigned look ; they slouch along and have 
plenty of time to gossip. Frequently numerous unpainted fac- 
tories or mills with broken windows frown from side streets or 
stand sentinel over the town, "down the railway track a bit." 



' Two cities, widely separated geographically, illustrate this — Canton, Ohio, and 
Lynn, Massachusetts. In both the industries are diversified and the workers receive 
high wages for intelligent, skilled labor. In both cities the local utilities have been 
remarkably successftd. 
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The railroad station wears a sleepy appearance and the main 
street, too, is deserted and gone to sleep. A new public utility- 
would not pay in such a place. 

The reverse of this picture may be presented by a locality 
with no history whatever. The people talk about the new in- 
dustries coming; a local "chamber of commerce," or publicity 
committee, or even an aspiring real estate agent pictures the 
wonderful prosperity in store for the town. Such optimism 
of the inhabitants must, however, be checked up by objective 
and colorless facts. If the town is the junction point of sev- 
eral railroads, if it enjoys favorable freight rates, if its manu- 
facturers are building additions to their plants — in short, if 
the whole outlook of the town is forward, then a public utility 
is likely to be increasingly profitable. 

The competition of other utilities in the same locality is of 
importance only in considering the establishment of a gas 
works where an electric light plant already exists, or an elec- 
tric light plant in a town already served by gas. Such com- 
petition between utilities was considered a serious matter at 
one time when the chief use of both gas and electricity was for 
lighting. Bankers and investors are now coming to recognize 
the essentially distinct spheres of usefulness of gas and elec- 
tricity and the competition is not regarded of great moment. 
Of course, if the established and strongly entrenched electric 
light company offers a low heating rate to its consumers, there 
would be little inducement to build a gas works, but ordinarily 
gas is better and more economical for heating and electricity 
for lighting and power purposes. 

When it is a question of determining the effect of the com- 
petition of the old utility on the new utility, it is necessary to 
compute with considerable care the customers who are certain 
to take the new service. Unless this number of customers is 
sufficient to give a fair return to the estimated investment, the 
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project should not be undertaken. The growth of a com- 
petitive utiHty is slow ; new, competitive business is secured at 
great cost and the more scattered distribution of the services 
results in an abnormally high relative cost of operation. 

The actual earnings of the same kind of utiHty in other 
localities of the same character furnish one of the best indica- 
tions of future earnings. Human nature is much the same 
everywhere in its fundamental economic needs and the manner 
of satisfying them. True, a vigorous, "new business cam- 
paign" will bring the consumption of electricity or gas above 
the average though it will not materially affect the consump- 
tion of water. If the management is derehct in its obligation 
to the public, the earnings will be less than the average. But 
localities of about the same size with equivalent economic re- 
sources will present about the same demand for water, gas, 
electricity, and even local street railway service. In such 
cases the actual consumption statistics and earnings of other 
localities need only to be modified to the extent that the locality 
under consideration varies from the normal average. Such 
modifications are made by the skilled utility operator from his 
own experience. In every case the banker or his responsible 
statistician should check the figures so that the final compara- 
tive estimates represent the composite judgment of several men 
qualified by direct experience in the comparison of utility sta- 
tistics. Such comparisons are based, however, much more 
on a kind of shrewd insight developed through contact with 
many towns, than on mere figures. When carefully made by 
men of real insight, such estimates of comparative earnings are 
remarkably accurate. 

The preceding paragraphs refer particularly to the estima- 
tion of earnings for a utility project which is an entirely new 
construction. There are now, however, far fewer promotions 
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of this kind than promotions representing the remodeling, re- 
organization, or combination and extension of previously 
existing small utilities. In these instances, the outside banker 
employs all the tests and checks outlined above, and has in 
addition a very reliable test in the actual earnings in previous 
years of the utility or utilities which he proposes to reorganize. 
Ordinarily, a small electric, gas, or water plant is built by local 
business men. These men are actuated partly by hope of 
profit and partly by civic pride, but they seldom have much 
technical skill at their command and practically never under- 
stand the intricacy of modern public service problems. Their 
enterprise prospers by reason of the mere growth of the com- 
munity. But their management is inefficient and backward. 
They have no capital for extensions and improvements. The 
same conditions, in all probability, prevail in the adjoining 
cities and towns. Presently an electrical, gas or hydraulic 
engineer with banking connections, or a banker with an engi- 
neer as an associate, buys the local enterprise, and those of 
the adjoining communities with the purpose of reconstructing 
them. A new corporation is formed to assume the ownership 
of the franchises and the physical property of the old operating 
companies. The necessary capital for the extensions and 
reconstructions is obtained through the sale of securities of the 
new corporation. And the whole undertaking comes to the 
investing public as a new promotion. 

Investors are not apt to stigmatize an enterprise as a 
"promotion project" if it can show a record of past earnings. 
In order, therefore, that the undertaking shall appear in its 
best light the bankers' prospectuses throw into strong relief a 
statement of the past earnings of the component companies 
and an estimate of future earnings.* These estimates, when 



" Sometimes this estimate, by a judicious use of implications, tends to mislead 
the prospective investor into the supposition that the estimate has a substantial basis 
in accomplished fact. This species of indirect deceit is growing less common. Highly 
reputable bankers arc very careful to distinguish in their published circulars between 
the actual and the probable. 
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carefully made by engineers experienced in the public utility 
business, are often very accurate. They are usually computed 
on the assumption that certain expenditures on the central sta- 
tion plant will reduce the operating ratio," by at least a definite 
percentage, and that new transmission lines with the impetus 
of a "new business campaign" will increase the gross earnings 
by another percentage. These percentages are not mere 
guesses. They are based on the engineer's experience in the 
reconstruction of other similar properties after a complete 
study of local conditions. On the whole probably, when care- 
fully made, such estimates of future earnings are the most 
reliable offered to the investor in any form of promotion." 
Great care must be exercised, however, that estimates be not 
overstated. A reputation for conservatism in his estimates is 



" The operating ratio is the ratio of the annual cost of operation to the total 
operating revenue, reduced to a percentage form, as follows: 

Operating Expenses 

X 100 

Total Revenue 

Practice differs as to whether taxes should be included in operating expenses. 
The writer's personal opinion la that they should be; they are a necessary part of 
operation and an inflexible element in cost. Furthermore, both financial writers and 
people generally are coming to infer that the proprietary interests are entitled to the 
balance of revenue after the payment of operating expenses. _ If this is presumed, 
clearly taxes must be included as an element in the operating expenses to avoid 
hopeless confusion. 

^^ A typical case, chosen at random and by no means exceptional, was the pro- 
motion of the New York Gas and Electric Company. This case was neither so 
large as to make comparisons with others difficult, nor so small as to be fraught with 
special conditions. The company was formed by the union of eight small electric 
light and gas companies operating in the region between Syracuse and Rochester, 
New York. The engineers believed that they could bring the separate plants under 
one organization, build transmission lines, thereby doing away with several gener- 
ating stations, and otherwise introduce modem methods of operation. To make these 
improvements it was necessary to sell bonds. 

Accountants, Messrs. Haskins and Sells, were called upon to audit the earnings 
before the consolidation. Reports of two engineering firms, Messrs. J. G._ White 
and Company and W. S. Barstow and Company, were made on the properties, and 
the methods of accounting were prescribed in detail by the Public Service Commission 
of the Second District of New York. The estimate of the gross receipts for the 
first year following the consolidation was within 4 per cent of the actual result, and 
the actual total operating expenses varied less than 2 per cent from the estimates. Ac- 
curate as it may seem, the estimate was based merely on the presumption, founded in 
past experience, that such a consolidation of lighting properties would probably obtain 
a 10 per cent increase in gross receipts through improved methods of salesmanship. 
Accordingly, the estimate of gross earnings was made no per cent of the previous 
earnings. Furthermore, experience had shown that the operating ratio, aside from 
taxes and rentals, could be reduced approximately 10 per cent through consolidation. 
That is, the previous direct operating expenses of ^168,563, or 74.3 per cent of 
gross, could be reduced to 64 per cent by means of improved methods. 
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of great value to any promoter who seeks aid from bankers.^* 

Of great importance in determining the form of the finan- 
cial plan, only secondary, indeed, to that of the estimate of 
earnings, is the money investment required to acquire and 
develop the property. As stated before, the majority of gas 
and electric light companies are built by local business men and 
their promotion follows no ordinary hnes. They are purely 
local enterprises, in management and ownership. It is only 
when these local enterprises are acquired by outside interests 
and the capital for them shifts into regular investment chan- 
nels, that they assume importance from the point of view of 
general finance. These local, unprogressive, and quite often 
anprofitable enterprises must be paid for by bankers who under- 
take the financing of the promotion. Fixing the purchase price 
is one of the objects of the negotiations undertaken by the 
promoters. Once this price is agreed upon, it becomes an 

Central New York Gas and Electric Company 



1" 2' o -H fe 



Gross Earnings $226,826 $249,500 $258,969 $290,003 $309,243 

Operating Expenses, In- 
cluding Taxes and 
Rf^ntals 182,594 177.125 175,288 196,080 198,116 

Net Earnings $44,232 $72,375 $83,681 $93,923 $111,127 

On the other hand, it must not be presumed that this degree of accuracy is 
always possible. Unforeseen circumstances may intervene to render an estimate no 
matter how carefully made, of little value. A steam electric light promotion was 
formed in 1915. Its component companies were then paying less than $1.50 a ton 
for coal, and the promoter used this figure in estimating the operating expenses and 
net earnings for 1916. The coal shortage of the spring of 1916 trebled the coal costs 
for the first six months — at one time the cost was $5.40. In spite of the fact that 
the new business and gross earnings far exceeded the promoter's estimates, the net 
earnings were conspicuously less than his estimate. H. M. Byllesby arid Company's 
estimate of the earnings of their Northern Idaho and Montana IPower Company, on 
the basis of_ which reputable bankers sold_ securities, was very far from the results 
actually achieved. Excuses were offered in the subsequent reports to Stockholders, 
but the fact remained that the expectations of the engineers were not realized. 

'^ See letter frqm a promoter to a banker given in note 2i. 
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ever-present element in determining the character and the 
amount of the new securities to be issued. 

In spite of the inexactitude and differences of method in 
the physical valuation of water, gas, and electric properties, 
there is surprising uniformity in the judgment of values made 
by buyers of public utility properties. Their price is not a 
matter of physical valuation, but of earnings and "possibili- 
ties," as the future opportunities for development are called. 
If the territory is developed to such an extent that the com- 
pany has about as many customers as the population would 
warrant, and the equipment is in fair condition, neither new 
nor so antiquated as to be useless, one may say roughly that 
the price promoters are willing to pay is ten times the net earn- 
ings." That is, given a small local company operating under 
average conditions, a typical case, outside bankers and engi- 
neers will be willing to purchase the property for an amount 
equal approximately to ten times its normal earning capacity.'^* 
This permits them to issue and sell enough first mortgage 
bonds and notes and stocks to pay for the property and the 
initial improvements. The manner of arranging the financial 
plan to meet this end will be discussed later. 

The circumstance that tends to modify this rough formula 
of "ten times net," is not so much the replacement value of 
the property as the possibility of the future development of 
the region served by the utility. This is far and away the 
most important element in forming a judgment of the cash 
purchase price of a public utility property." An electric or 



•2 This is spoken of as a •'lo per cent basis," meaning that the capital value is 
such that the earnings are lo per cent of it. 

" This figure is true for the "type case" of electric lighting and gas companies. 
Water companies, because of the greater capital investment, the inelasticity of demand 
and the greater stability of earnings, are usually valued for purchase at somewhat 
higher figures, perhaps twelve times the net earnings or on an 8 per cent basis. 
Hydro-electric properties, being nearer manufacturing enterprises in having more 
fluctuating earnings, are usually valued at a little less, perhaps eight times the net 
earnings or on about izyi per cent basis. 

'° It is the element, too, in which expert engineers offer the least help. The 
usual engineer's report contains information about the city as it then is, but con- 
tains little that helps in forming a conclusion concerning its future growth or decay. 
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gas company is valuable to the extent that it may produce 
earnings in years to come. This is a question of the future 
prosperity of the inhabitants of the town or city it serves, and 
only incidentally of its own physical property. Electric gen- 
erators may be easily replaced, departing inhabitants cannot. 
Within recent years both bankers and promoters have been 
forced to recognize that the value, for the purpose of esti- 
mating future earnings, of a public utility is no greater than 
that allowed by rate-making commissions. The leading Su- 
preme Court case of the Consolidated Gas Company of New 
York," has made it clear that utilities will be protected from 
low rate-schedules only to the extent of a fair return on their 
invested property. They must not capitalize a valuable fran- 
chise or "future possibilities." A recent report of the Com- 
mittee on Public Service Corporations of the Investment 
Bankers Association, relative to a law permitting savings 
banks to invest in public utility bonds, contains concrete sug- 
gestions. The effort was made to show the relationship be- 
tween property value and earnings crystallized into figures that 
give the current thought of public utility commissions.^' This 
committee states that "there is abundant evidence that for the 



Very often the report is little else than an inventory of the physical property of the 
company, with no suggestions as to the serviceability of this property for the com- 
pany's present and future needs. 

It should be said that these expert engineers^ reports, upon which bankers and 
investors rely, are very often of no value in forming a true estimate of the potential 
earning capacity of the property. The engineer's office sends to the locality one or 
two young men who have been trained technically, but who are totally unable to 
judge whether the locality is progressing or retrogressing. _ Generally speaking, the 
number of unoccupied houses m the town is a far better index of the value of a 
lighting property than the number of transformers. There is an instance in which 
eastern bankers paid approximately $250,000 for a_ western lighting company having 
physical property worth, by no stretch of the imagination, more than $100,000. The 
net earnmgs after depreciation were only $12,500. Yet no houses could be rented, 
new industries were pouring into the city _and_ the old company had only one service 
to approximately forty inhabitants. The lighting company was a bargain. Its privi- 
lege of doing business was of itself worth the price paid, had the company's plant 
been worthless. On the other hand, another lighting company operating in a town 
from which families were constantly moving, where barns of the outlying farm 
districts went unpainted, might have $250,000 worth of physical property, and yet 
not be worth $100,000. 

^^ See note 3. 

" Report by John E. Oldham, chairman, reprinted at length 1916 U. S. Investor, 
1925 (October 14, 1916). The report deserves study as it was prepared after careful 
thought by certain investment bankers familiar with the financial problems of local 
public utilities. 
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purpose of rate-making, either for railroads or public utilities, 
a value is seldom recognized (by regulating commissions) 
which exceeds an amount equivalent to five times gross earn- 
ings . . . that is to say, an investment of $5 based on $1 
gross earnings." The report goes on to say that the ratio is 
often four to one. Furthermore, "where commissions have 
been called upon to determine the rate of return on the invest- 
ment, they have usually reached the conclusion that six to 
eight per centum was a reasonable return on the amount of 
investment." Ordinarily the operating expenses absorb 60 
per cent of the gross earnings, so that the remaining 40 per 
cent, representing the net earnings, would represent about 8 
per cent of the commission's valuation. This is the same as 
saying that commissions would assume that a public utility 
property should earn about one-twelfth of its value each year, 
or, conversely it would be worth about twelve times its net 
earnings.^^ This relationship between net earnings and value 
of the property is quite consonant with that adopted by utility 
operators and bankers in their practical judgments. 

Granting that the local utility or group of utilities will cost 
the promoter-engineer ten times the net earnings of the pre- 
vious year, and that his estimate of future earnings is sufifi- 
ciently sound to interest his banker in the enterprise, it becomes 
necessary for the two together to formulate a financial plan. 
A new corporation will take over the physical property, 
franchises, and privileges of the old utilities. Two limiting 
considerations will determine the proportion of bonds and 
stocks and their absolute amounts: the ease with which the 
banker can sell the securities to the public, and the actual 
amount of money that must be raised. The banker is con- 



" See Heilman, R. E., The Development by Commissions of the Principles of Pub- 
lio Utility Capitalization, 23 Jour. Pol. Econ. 888 (Nov., 1915); also Ignatius, M. B., 
The Financing of Public Service Corporations, Part IV (1918). Text contains many 
citations from actual cases. Erickson, Halford, Regulations of Public Utilities (191 1). 
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fronted with the stern necessity of selling the securities in 
competition with those of other bankers. They must be 
attractive to the investors, else he cannot sell them. 

The first matter to be considered is the kind of securities, 
the second their relative and absolute amounts. Owing to the 
fact that the earnings of public utility enterprises are on the 
whole remarkably constant, neither abnormally high in times 
of business "boom" nor abnormally low in times of business 
depression,^^ there is no reason to fear that a reasonable load 
of fixed charges will precipitate bankruptcy. It is, therefore, 
expedient to issue a certain amount of bonds, because a part 
of the money may be secured more cheaply through bonds 
than through the sale of stocks alone. In accordance with 
the investment habits and prejudices of the period imme- 
diately before the war — which we may consider normal — a 
high-grade first mortgage public utility bond would be bought 
by the investor at a price to yield him between 5 and 5^ per 
cent, whereas he would not buy a high-grade preferred stock 
of a new company on less than a 6J4 or 7 per cent investment 
return. 

If bonds are to be issued, the amount must be small; the 
interest upon them must be only a moderate proportion of the 
past earnings or of the prospective future earnings. While 
there is no invariable principle, the conservative banker, in 
protecting his customers, will insist that the interest charges on 
the bonds proposed by the financial plan shall be not more than 
one-half the amount of the net earnings of the previous year. 
Such bonds he can sell without much difficulty, provided the 
general bond market is favorable, and provided he can con- 



^° Public utilities differ among themselves in the extent to which their earnings 
are affected by general business conditions. The relative constancy is inverse to tne 
elasticity of the demand for the commodity supplied. Water company earnings are 
least fluctuating, then gas, then steam electric, and finally hydro-electric developments 
with a considerable power load. If street _ and interurban electric railways are re- 
garded as local public utilities, their earnings fluctuate most with business condi- 
tions. For further discussion of the elements affecting fluctuations in public utility 
earnings, see Dewing, A. S., Public Service Securities,: 11-17. 
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scientiously recommend them to conservative investors. Even 
irrespective of the ease virith v^rhich the banker can sell the 
bonds, it would be distinctly inexpedient for the corporation 
to assume a fixed bond interest charge of more than half its 
assured earning capacity. This principle of issuing bonds to 
an amount such that the interest charges shall be only half 
the earnings is distinctly wise and should form a basal prin- 
ciple of public utility finance. Although not universally ob- 
served it has the sanction of the ablest and most successful 
promoters, bankers, and operators in the field. 

Granting that the old companies were bought on a "lo per 
cent basis" it is clear that, were it possible for the company 
to realize the par value for the bonds, enough money would 
be suppHed to pay exactly for the old properties. But the 
par value cannot be realized, the banker must have a profit 
for the sale of the bonds and the new company must be pro- 
vided with money to pay for the improvements and extensions 
necessary to rehabilitate the old plants. Other securities, in- 
ferior in character, must be sold to supply the additional 
money. These will be either notes or shares of preferred 
stock. As a general rule, notes should not be issued at the 
time of a public utility promotion. They must be refunded 
into bonds or stocks within a short time. Unlike a manu- 
facturing business, the assets of a public utility are almost 
entirely fixed and not readily available for meeting a rapidly 
maturing debt. In certain exceptional cases, however, when 
the company has been so ill managed during the preceding year 
that the past earnings give little indication of what can be 
accomplished by the aid of efficient engineers, it may be wise 
to issue two- or three-year notes; in that case no preferred 
stock need be sold until the net earnings shall have so im- 
proved as to enable the company to sell its stock for a fair 
price. Such note issues are, in effect, merely temporary finan- 
cial expedients. As such they are, of course, dangerous and 
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should be employed only when there is a reasonable certainty 
that the net earnings will be increased immediately by leaps 
and bounds. Otherwise the second security, after the bonds, 
should be a preferred stock. As few newly promoted com- 
panies can be assumed to develop immediately greatly in- 
creased earning capacity, the issue of preferred stock should 
be the almost universal rule, and the issue of notes the rare 
exception. 

The preferred stock of a new public utility, that has been 
preceded by a senior issue of bonds, cannot be regarded as a 
sound investment. At best it is a kind of "conservative specu- 
lation." It would appeal only to that class of investors who, 
either from ignorance or well-reasoned judgment — it is often 
difficult to say which — are tempted to sacrifice safety for the 
promise of large returns. The dividend must be made high 
to attract this class. Custom fixed it before the Great War 
at either 6 or 7 per cent according to the standing of the in- 
terests behind it or the geographical location of the public 
utility company.^" The financial plan must conform to this 
custom. To sell the preferred shares to even the specula- 
tive investor, the margin available from which to pay the 
dividends must be at least twice the dividend requirements. 
In brief, preferred stock, following a prior issue of bonds, 
must be limited to such an amount that the promised dividend 
upon it shall be no more than half the margin of net earnings 
left after the deduction of the bond interest. The issue of pre- 
ferred stock beyond this amount is not sound finance. But if 
the old properties entering into the new company have been 



^° Roughly speaking, in the period just preceding the war it should have been 7 
per cent if the company was west of Ohio and south of Maryland. It might have been 
6 per cent if the company was located in Ohio, the Middle Atlantic States, Vermont, 
or Maine. The preferred stock could have carried, in .exceptional cases, 5 per cent, 
if the company was located in one of the southern New England states, or even 4 
per cent if in Eastern Massachusetts. One of the vagaries of the investor*s psychol- 
ogy is the enchantment of nearness. And as a large part of the free capital waiting 
for investment comes from the Middle Atlantic and New England States, the nearer 
home the enterprise is, the smaller may be the promised return. The above estimates 
do not apply to the preferred shares of holding companies. 
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acquired at reasonable prices, the sale of this amount of pre- 
ferred stock will be ample to absorb the discount on the bonds 
and supply the company with money for the improvements 
of the first year. 

As in the case of manufacturing companies, there is no 
principle governing the issue of common stock, other than 
that the financial plan should appear well balanced. Most 
or all of such stock passes directly to the promoters, under- 
writers, and bankers, as the profit of the promotion. The total 
amount, therefore, is merely an arbitrary matter of bookkeep- 
ing having but slight influence on the future success of the 
company. 

Summarizing these considerations, it may be said that the 
financial plan of a public utility enterprise should embrace 
bonds, preferred stock, and common stock. The bonds should 
be limited in amount, so that their interest charges are no more 
than one-half the established net earnings. The preferred stock 
should be issued only to the extent that the dividends upon it 
absorb less than one-half the surplus remaining after the pay- 
ment of the bond interest. All other elements of the financial 
plan are of secondary importance compared with these funda- 
mental principles.''^ 



^ Any one of a vast number of public utility promotions might be selected to 
illustrate this discussion. That of the Fort Worth Power and Light Company is 
typical. Furthermore, the restrained letter of the promoters to bankers is worthy 
of study and can be used to explain the outlines of the promotion. 



July 7, 1911. 
Messrs. Dowd, Jason & Co., 
71 Euclid Ave., 

Cleveland, Ohio. 

Gentlemen : 

Confirming our conversation, we beg to hand you, .herewith, confidential informa- 
tion relating to the proposed Fort Worth Power & Lirht Company. Said Company 
is organized under the laws of the State of Texas. It is vested with the electric 
light properties in the City of Fort Worth, Texas, formerly belonging to the Fort 
Worth Light & Power Co., Consumers Light & Heating Co., and the Citizens Rail- 
way and Light Co. These three companies, each operating a generating plant, have 
been supplying the City of Fort Worth, Texas, with electric current for lightmg 
and power purposes. The new company will, therefore, own all of the lighting 
properties, generating plants, and franchises in Fort Worth. 

The combined gross earnings from light and power of these three companies for 
1910 and for the first three months of 191 1 were as follows: 
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The financial plan of a new hydro-electric development de- 
serves a separate treatment. These enterprises are promoted 
frequently at the present time, and many bankers have led their 
customers to believe that they afford the same basis of security 
as steam, electric lighting, and gas plants. This is probably 
not true. It is surely not true when the two types are in the 



igio 

January $37.6go 

February 33.726 

March 35>io6 

April ...;-• 33,845 

May 31,3^^ 

June 33.167 

July 31,885 

August 34-27^ 

September 35,768 

October 39,714 

November , 42,558 

December .•..,. 48,482 $437.53- 



1911 

January $46,788 

February 41.033 

March 40,590 



Increase over January, February, and March, 1910 — 20%. 

This increase indicates gross earnings for year 1911, of $525,037. 

In considering the net earnings from these properties, it must be borne in mind 
that three inefficient and uneconomical power plants have been operated by three 
separate organizations. 

The net earnings for the same months were as follows: 

TQIO 

January $15,929 

February 13,662 

March I3i99i 

April 13,725 

May 10,903 

June 13,429 

July 9,219 

August : , 11,376 

September 14, 353 

October 17.070 

November 20,455 

December ,..,,,,, 24,200 $178,31: 

1911 

January ; . . . . $18,781 

February 1 8,004 

March ',.... 14,832 $51,617 

Increase over January, February, and March, lOiQ — 15.5%. 

A contract has recently been made with the City of Fort Worth for the fur- 
nishing of electricity for the pumping of the city*s water supply. The ultimate re- 
quirements under this contract will aggregate 1,500 horse power in motors operating 
at 100% load factor 24 hours a day, 365 days in the year. The first motor (135 
HP) under this contract is now being installed, but not to exceed one-half of the 
entire load contracted can be taken on before the completion of the new power 
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promotion stages. Few promotions present greater uncer- 
tainties than the undeveloped hydro-electric enterprise, espe- 
cially if a considerable portion of the demand for current 
comes from mining, milling, or extensive manufacturing 
works. Estimates, both of costs and earnings, are not reliable. 

house although practically the entire load will be available within the next six 
months, it is estimated that the gross earnings from this contract with the city will 
amount to $150,000 per year, when all the city wells arc electrically equipped 

L r^''^ ^'*° informed that negotiations are now under way with the City of Fort 
Worth for current necessary for the operation of 500 additional arc lamps. With 
the new business in sight it is believed that the lighting properties of Fort Worth 
will earn gross during the year, July, 1911, to July, 1912, approximately $550,000. 
Operating but two plants, with but one organization and taking into consideration 
the increased earnings, our informants state they beUeve the properties can be oper- 
ated at S7!4% of their gross earnings. This will give estimated net earnings, July, 
1911, to July, 1912, $233,750. When three plants with three organizations in the 
year 1910, the percentage of operating expenses was but 60%. 

In view of the contract with the City of Fort Worth for the furnishing of 
current to the city for the pumping of its entire water supply; the contract with the 
city for furnishing of current for its street lighting; the installation of an under- 
ground conduit system within the fire limits, a part of which is already completed; 
the occupation of the only power house site available in the center of distribution 
where water and transportation facilities are obtainable; the complete distribution 
system covering the entire city; the favorable franchises owned; establishes an in- 
tangible value as a going concern, much in excess of the physical or replacement 
value. 

The capitalization of the proposed company has not been finally determined, but 
the following is being discussed, namely: 

Authorized Issued 

First Mortgage 5% 20-year Gold Bonds $10,000,000 $1,500,000 

7% Cumulative Preferred Stock, redeemable at the option 

of the company at 115 1 ,000,000 620,000 

Common Stock ; . 2,750,000 2,750,000 

Fort Worth is a prosperous and rapidly growing manufacturing and railroad cen- 
ter. There are nearly 300 industries in the city and Fort Worth has recently become 
one of the most important and active live stock centers in the United States. Its 

fiopulation, according to the 1910 Census, was 73,312, an increase of 174% in the 
ast decade. 

If this offering interests you, we shall be very glad to take up the matter of 
price and deliveries with you. 

Very truly yours, 



In _ reviewing this particular promotion it should be added that the constituent 
properties were acquired on approximately a 10 per cent basis, the proceeds from the 
sale of the bonds and preferred stock being just about sufficient to cover the initial 
.costs. The company was promoted by men considered among the most efficient 
electric light promoters in the United States. Their estimate for the gross earnings 
of the first year of business (the estimate given in the letter) was more than what 
was actually realized by the new company, but their estimate of the net earnings 
was under what was obtained. In other words, the promoters counted too much on 
a sudden increase in the new business, although three years later the gross earnings 
far exceeded in amount what could have been anticipated at the time of the promo- 
tion. It is a common error for engineers to presume that new contracts can be ad- 
justed and the services connected in a shorter time than is actually possible. On 
the other hand, the promoters underestimated the effect of their efficient methods 
of operation on the costs of producing electricity. This too is a common error of 
engineers. The savings accomplished by a change from antiquated, unintelligent, and 
cumbersome methods of operating an electric plant to modern scientific methods are 
little short of marvelous. 

In order to follow other and later aspects of this promotion a banker's circular 
covering a later sale of preferred stock is reproduced in the chapter dealing with the 
sale of securities. The later earnings stated in this circular may be compared with 
the promoter's letter just reproduced. See Chapter VllI, note 18. 
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The prices of labor and material may rise during the period of 
construction; unforeseen engineering difficulties, such as 
porous rock or sudden frosts, may upset the most careful cal- 
culations. Even after the dam is built, several years are re- 
quired to secure the anticipated number of customers. Mean- 
while droughts or sudden freshets may jeopardize the solvency 
of the enterprise. 

Granting that the estimate of earnings for the newr hydro- 
electric development has been made with great care, it is a 
difificult problem to arrange a financial, plan. The securities 
must be sold at such prices as will yield the new company 
money enough with which to build its plant. But the securi- 
ties must offer some semblance of security, else even the most 
speculative of investors will frown upon them. To secure 
these two ends one of two plans is ordinarily followed. Ac- 
cording to one plan, not only first mortgage bonds, but pre- 
ferred and common stocks as well are issued to a large amount 
in the first instance and sold at considerable discount. Ac- 
cording to the other plan stocks only are issued to the public 
at first and construction money notes are hypothecated by the 
bankers or promoters as security for bank or syndicate loans. 
In this latter case, bonds are not sold until earning statements 
are available. This method is preferable but less frequently 
used, as it involves the bankers and promoters in more risk. 

If securities are sold to the public at the beginning in such 
amounts as to give sufficient money with which to build the 
plant, the "block" system is adopted in the majority of cases. 
This is a device used by bankers in the hope of combining two 
elements never yet successfully combined, namely, security 
without risk, and speculative profit.^^ It consists of selling a 



^The block system has also been applied with considerable success to the sale 
of the securities of large public service holding companies. As may be inferred from 
the above paragraph, the use of "blocks" has been often abused by bankers. Often 
the holding company for a hydro-electric power enterprise is promoted by the use 
of this device. The securities of the unfortunate Northern Idaho and Montana 
Power Company were sold to New EnglaKd investors by the block system in a manner 
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bond, a few shares of preferred stock, and some common stock, 
for a lump sum. As the lump sum is considerably less than the 
total par value of the securities, it can be made to appear that 
the purchaser is getting something for nothing. In the vast 
majority of instances he is really paying a higher price for 
the bond than its security would warrant, an exorbitant price 
for a preferred stock of questionable value, and something for 
common stock of no value. The investor is led to believe that 
the bond is absolutely sound. He reasons, therefore, that, 
even should the enterprise fail, he would be secure in his 
original investment, and should it succeed his stocks would 
acquire large value. Under such circumstances both the pro- 
moters and the investors are pleased — both congratulate them- 
selves on being clever. The chief objection to the plan from 
the point of view of the corporation is the expense. The com- 
pany is forced to issue its securities at such discounts that the 
high cost of the money, especially when the interest during 
construction period is capitalized, stifles the enterprise almost 
at birth.'' 



that enabled the bankers to successfully veil the highly speculative character of the 
enterprise. The use of the "blocks" was most common in the United States in 1910 
and 1911. Owing to the numerous losses it occasioned, the system has been less 
popular with investors since that time. It has been used but seldom since the opening 
of the Great War. 

"^ Many cases can be used to illustrate the block system or some modification 
of it, employed to sell the securities of a hydro-electric enterprise at the outset. The 
following is a typical financial plan of a hydro-electric promotion; and in this instance 
the unpredictable difficulties which befell the enterprise were comparatively few. 

A promoter-engineer estimated that a certain power dam in the south, a transmis- 
sion line, and the purchase of the distributing system in a small city, would cost 
$2,800,000. He estimated that, on completion, it could secure an income of at least 
5275,000 from primary current, and he was promised contracts for secondary current 
of approximately $50,000 for the first year. He estimated further that the expenses 
of operation, on the basis of these contracts, would be about 22 per cent; the power 
company would have, therefore, net earnings of approximately $250,000. Accordingly 
the bankers assumed that at least a yearly fixed charge of $150,000 could be safely 
borne by the new company. Furthermore, they concluded that it could carry also 
a contingent preferred stock charge of $70,000. On these assumptions, the bankers 
issued at the outset $3,000,000 first mortgage 5 per cent bonds, $1,000,000 preferred 
etock, 7 per cent, and $3,500,000 common stocK. By themselves the bonds could 
not have been sold to the public for over 80 per cent, so that the company would not 
have realized more than 75 per cent of par, or $2,255,000. The preferred stock 
alone would have been unsalable, so also would have been the common stock. But 
the bankers were able to sell: 

$r,ooo in 5 per cent bonds. 1 

$200 in 7 per cent preferred stock. V $1,100 

$500 in common stock. J 

The investor thought that he was getting $1,700 par value for $1,100; he was 
really paying $750 for the bond, $80 a share for the preferred stock, and $38 a share 
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The second method of arranging the financial plan of a 
new hydro-electric company, that of issuing only stocks at the 
beginning, is better from every point of view than the first. 
It is, however, less frequently followed because it throws more 
responsibility onto the shoulders of the bankers. Preferred 
stock is sold directly to the speculative public, with a liberal 
allowance of common stock. These sales supply from a third 
to a half of the money required to pay for the hydro-electric 
development. The rest is advanced by the bankers themselves, 
as a current loan, or the company issues purchase money or 
construction notes which are indorsed and discounted by the 
bankers or again a syndicate is formed by the bankers which 
makes loans to the company on its own notes in consideration 
of a liberal discount rate and a stock bonus. The bankers 
themselves assume directly and explicitly the major part of the 
financial responsibility of the company. They put their own 
money or their own credit into it. Financed in this manner, 
the company is under no necessity of offering its bonds to the 
public until after the entire development is completed, per- 
haps even after the earnings of a full year are available. 



for common stock. This was at least $20 a share more than the preferred stock was 
worth by even the most sanguine calculation. The common stock, no matter its 
amount, would have no real market value, although some speculators might pay 
$10 a share for it, on the basis of the estimated earnings. In other words, the 
speculative investor was deluded into paying upwards of $180 more than the securi- 
ties were worth, at a most favorable valuation, on the presumption that he was acquir- 
ing them at bargain prices. The financial plan worked out as follows; 

Issued Sold in Blocks 

Bonds $3,000,000 $3,000,000 

Preferred Stock 1,000,000 600,000 

Common Stock 3,500,000 1,500,000 

Money Realized for the Blocks 3,300,000 

Cash Commission to Bankers • , , . 300,000 

Net to Company $3,000,000 

This amount of $3,000,000 proved ample to build the plant. The interest on the 
securities during the construction period of sixteen months, $307,000, was borrowed 
on the open market and charged to capital account. 

There remained to the promoter $400,000 preferred stock. The promoter took 
$84,000 par value of this to reimburse him for approximately $42,000 of expenses and 
costs not included in the estimate; the bankers and promoter each took $100,000 and 
the remaining $116,000 was left temporarily in the treasury of the company. The 
$2,000,000 of common stock left after the allotment that went with the blocks, was 
divided equally between the promoter and the bankers, although both parties assumed 
ci-rtain obligations in the form of commissions which depleted considerably the 
amounts remaining to them. 
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The treatment of the form of the financial plan of a modem 
public utility promotion would be incomplete without reference 
to the internal strife that invariably occurs among those con- 
cerned. No considerable promotion ever occurred but carried 
its full complement of jealousies, animosities, suspicions, 
ambitions, and all the interplay of human passions that neces- 
sarily result when men of strong but antagonistic personalities 
come into conflict. These personal equations affect not only 
the form of the securities to be issued, but also the absolute 
amounts as well. Narrowed down it usually turns into a 
three-cornered battle between the owners, who are asked to 
take securities in lieu of money; the promoter, who wants to 
make a money profit and receive a large share of the common 
stock; and the bankers, who seek to force the owners to take 
new securities and to force the promoter to be satisfied with 
a small portion of common stock and no money profit." The 
struggle usually turns about the distribution of the common 
stock. The promoters claim that the services of the bankers 
are merely incidental; that they receive a profit on the sale of 
the bonds and are soon relieved of their responsibility; that 
they are therefore entitled to only a small allotment of common 
stock. The bankers, on the other hand, contend that the pro- 
moters have risked little except their reputation, often of slight 
value, while the real responsibility falls on the shoulders of 
the banker who furnishes the bones and the sinews of the new 
enterprise. In the end, concessions are made on all sides or 
else one of the parties, quite often the bankers, eliminates the 
others and assumes absolute control.^" 



" Every promotion that the writer has ever followed has had its intensely dra- 
matic episodes. The struggles, deceits and misrepresentations, the play of primal 
human emotions, the unrestrained anger caused by the sudden conflict of different 
types of personalities — all these are the undercurrents of every promotion. They 
never reach the open light, for in the end the only thing the public knows is the 
prosaic and unemotional banker's circular, notable more for the things it does not 
say than the things it does. But behind the whole promotion is a lurid background 
of human victory and defeat, of overmastering personality and thwarted ambitions. 
No phase of our modern industrial world, unlcss_ it is that of reorganization, reaches 
deeper into the primal forces of human personality 

" This whole subject, known as "negotiation,'" may be excellently illustrated 
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by giving in detail the tentative forms of financial plans successively adopted in the 
progress of a public utility promotion. The names and the exact figures — but not 
the proportions — are changed. Certain unimportant details and a few of the lesser 
skirmishes are omitted. In all other respects, the account is reproduced from actual 
memoranda taken during the progress of the promotion. 

Through a curb broker, a man by the name of Richards was introduced to two 
promoters, Roe and Doe, who had acquired through the payment of a sum of 
money, two-thirds of it borrowed, the "contract of sale" of a public utility in a 
thriving eastern industrial city. The price called for was $800,000, and in addition 
$300,000 had to be raised at the same time for the construction of a new central 
power station, as the old station was obsolete beyond rejuvenation. 

The curb broker, Roe, and Doe, then went through the preliminary forms of 
organizing a corporation with $2,000,000 bonds and $2,000,000 common stock. The 
curb broker had arranged with Roe and Doe, by a verbal understanding, to find 
investment bankers who would supply the money through the purchase of bonds 
and a relatively small stock bonus. The curb broker was to receive 2 per cent 
commission on the bonds issued and $60,000 par value in common stock. Richards 
introduced Roe and Doe to Smith and Peters, investment brokers. The curb broker 
had nothing further to do with the promotion, the negotiations taking place between 
the promoters and the bankers, with Richards acting as the ostensible intermediary, 
but actually as the accredited representative of the bankers. 

The following were the successive plans: 

1. July 27. Proposed by protnoters: Bonds, $1,400,000, to be bought by 
bankers at 85; common stock, $2,000,000 — bankers to have $400,000, the remainder to 
promoters; refused categorically by bankers. 

2. August 17. Proposed by promoters: Bonds, $1,000,000, to be bought by 
bankers at 85; preferred stock, $400,000, to be taken by promoters at 80; common 
stock, $2,000,000, to-be divided as follows: $1,000,000 to promoters, $400,000 bonus 
to public buyers of preferred stockj $zoo,ooo bonus to certain other unnamed parties 
who had advanced money to promoters, $400,000 bonus to bankers; refused by bankers 
with the comment that they "were interested." 

3. August 24. Richards, Smith and Peters, and expert engineer visited the 
properties with Roe and Doe. Bankers stated to promoters that they would "go 
into" the proposition provided: (a) the conditions of incorporation and mortgage lien 
were satisfactory; (b) only $680,000 of bonds were issued in the first instance; (c) 
bankers received reasonable allotment of common stock; (d) promoters assume re- 
sponsibility for sale of preferred stock. These tentative terms accepted by promoters. 

4. September 2. Proposed by bankers: Bonds, $800,000, to be bought by 
bankers at 83; preferred stock, $400,000, to be bought by promoters at par; common 
stock, $2,000,000, to be divided as follows: $400,000 bonus to public buyers of pre- 
ferred stock, $200,000 commissions to various parties, including bankers and attor- 
neys, $700,000 to promoters, $700,000 to bankers; refused by promoters. 

5. September 4. Smith, Richards and the promoters meet in a New York hotel 
and effect the following compromise agreement: Notes for $320,000; bankers agreed 
to secure loans on these notes on behalf of company, but payment of these loans 
to be guaranteed to bankers by promoters. Bonds, $800,000, but there was to be 
issued and bought by the bankers at 83 only enough to provide, with the proceeds 
of the loans and preferred stock sale, the $r, 100, 000 required to pay for the plant 
an^ new power station. Preferred stock, $400,000. to be bought by promoters at 83. 
The proceeds of the loans and the sale of sufficient of the bonds and all the pre- 
ferred stock to be paid in immediately to complete payment for property. Common 
stock, $2,200,000, to be divided as follows; $200,000 commissions to various parties, 
including bankers and attorneys, $900,000 to bankers, $1,100,000 to promoters. 

6. September 15. Promoters inform bankers that they cannot feel sure that they 
can have the proceeds of the sale of the preferred stock ready to pay down at the 
time the bankers* money is available to take over the property. As promoters had 
signed previous agreement A (5, Sept. 4), it was a virtual repudiation of their con- 
tract. Bankers then say that plan must be readjusted. Bankers propose that after- 
noon the following plan, which is accepted by promoters tentatively. Bonds, $680,000, 
to be sold to bankers at 86, less commission of 3 per cent. Notes, $265,600; note of 
company to be negotiated and indorsed by bankers. Preferred stock, $400,000, 
divided as follows: $200,000 to the promoters, to be paid for at 83, at the time 
of the formation of the company; $200,000 to be used as collateral by promoters under 
a guarantee to bankers or company that promoters buy and pay for it outright within 
30 days. Common stock, $2,200,000, to be divided as follows: $200,000 commissions, 
$1,000,000 to bankers, $1,000,000 to promoters. 

7. September 21. Promoters state that they will not sell preferred stock. 
Bankers then insist on readjustment of plan. They propose new plan which is ac- 
cepted by promoters and a formal agreement is drawn up. Bonds, $680,000, to be 
bought by bankers at 86 per cent, less commission of 3 per cent, in the form o£ 
company notes. Notes of $265,600 negotiated by bankers. Preferred stock, $400,000, 
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to be divided as follows: $188,000 taken by promoters at 83; $212,000 used by bankers 
as collateral for loans, but under guarantee that promoters will sell stock at 85 in 30 
days. Common stock, $2,200,000, divided as follows: $180,000 commission to 
bankers, attorneys, etc.; $400,000 fund to be used as bonuses in selling other securi- 
ties of company; $410,000 to promoters immediately; $240,000 to promoters after 
selling remainder of preferred stock; $870,000 to bankers. 

October 3. Promoters repudiate plan, after they have analyzed it and come to 
realize that control passes to bankers. Promoters become very angry, as they begin to 
realize that Smith and Peters will not furnish the money and take the risk, while they, 
the promoters, reap the major part of the profits. A heated meeting occurs at which 
Roe accuses Richards of plotting to rob him of the property. Roe calls Richards a 
"d black-whiskered Jew!" 

Roe and Doe begin negotiations with other bankers, notwithstanding their agree- 
ment of September 21 with Smith and Peters. 

October 9. Smith and Peters hear indirectly of these other negotiations and» 
through questioning of Doe, learn the details. 

October 11. Smith and Peters telegraph the other bankers that Roe and Doe 
have a contract with them for the promotion of the project, and that if the other 
hankers interfere. Smith and Peters will hold them liable for breach of the con- 
tract. Roe, who is shown the telegram, flies into a rage and the other bankers 
Withdraw. 

October 13. Roe accuses Doe of playing false in allowing Smith and Peters 
to discover Roe's double dealing. The two exchange heated accusations, and Doe 
says be is going to withdraw from the whole promotion if he can get back the money 
he has put in. (Roe had put in $40,000 of borrowed money — nothing of his own — 
and Doe, $20,000 of his own money as partial payments on the property. Doe had 
also paid preliminary expenses to the amount of $12,000.) 

October 15. Doe tells Smith and Peters that he is "sick of the whole thing" 
and suggests that Smith and Peters buy out the interest of the promoters and take 
over the whole enterprise themselves. 

8. October 17. Promoters offer to seU their interest in the project, on which they 
had paid $60,000, to the bankers for $90,000. Bankers refuse. 

October 17 (Later in day). Bankers intimate that they will accept responsibility 
for the promotion and buy interest of promoters, provided latter will take part pay- 
ment in securities. Promoters forced to admit that their direct investment is only 
$60,000, of which $40,000 was borrowed on the promise that it would be returned 
immediately on consummation of promotion. Lender was to receive in addition a com- 
mon stock bonus. (One of the unnamed parties mentioned under plan No. 2, 
August 17.) 

9. October 19. Bankers, after consultation with two associates who agree to 
participate with them in the undertaking, make the following offer: 

They will organize a company with the following capitalization; 

Bonds, $680,000 — 5% First Mortgage. 

Notes, 440,000 — 6% Second Mortgage. 
Preferred Stock, 240,000 — 6% Cumulative. 

Common Stock, 1, 100,000 

They agree to assume the original contract and pay the balance of $740,000 (the 
promoters had, as stated above, paid down $60,000, of which $40,000 was borrowed hy 
Roe and $20,000 furnished by Doe) and raise the $300,000 necessary for the construc- 
tion of the new plant. They offered Roe $40,000 in money, to enable him to make 
restitution, and $50,000 in common stock, out of which he must settle with the party 
from whom he borrowed on the promise of a common stock bonus. They offered Doe 
$20,000 in money to reimburse him for the money he had advanced on the purchase 
contract, $12,000 in the 6 per cent notes of the new company to repay him for his 
expenses, and $50,000 in common stock. The bankers also agreed to settle with the 
attorney of the promoters and their general utility man by the payment of $8,000 in 
6 per cent notes of the new company, and $40,000 in common stock. Bankers gave 
the promoters until 12 midnight the following day to accept or reject the proposition. 

Doe accepted immediately. . 

Roe accepted, after numerous plays and counterplays, five minutes before mid- 

As the aftermath. Roe threatened to shoot Richards, whom he blamed for aiding 
and abetting the bankers. . , - . , , -d 

November 10. The curb broker threatened to bring suit against Smith and Peters 
for a commission. Smith and Peters told them to go ahead. (Suit was not brought 
because the curb broker had quarreled with his partner, necessarily a party in 
the suit over a woman stenographer.) They could have probably maintained a suit 
against Roe and Doe, for whom they were acting in bringing Richards into the 
matter, but they recognized that, even if successful, they could recover nothing. 



CHAPTER VI 

THE FINANCIAL PLAN OF A RAILROAD 
PROMOTION 

Kinds of contemporary railway promotion, 88; Early railroad 
promotion, 89; The construction company, 91; The financial plan 
of the new railroad, <)J; Illustrative example of small contempo- 
rary railroad promotion, 99; Promotion of an interurban rail- 
way, loi. 

The financial plan of a new railroad is in certain respects 
a simpler and in certain respects a more complex problem than 
that of either a manufacturing or a local utility company. It 
is simpler because there are ordinarily fewer kinds of securities 
and less intricate conditions of issue. It is more complex be- 
cause ordinarily the actual construction is undertaken by an 
intermediary finance company, the fortunes of which largely 
mould the financial plan of the railroad. 

Railroad promotions of the present time are of three dis- 
tinct kinds. There are still a few small, independent railroads 
promoted by "leading men of the community," for the purpose 
of opening up new regions previously beyond the reach of 
cheap transportation. The practice is a relic of forty or more 
years ago when the constructive business genius of America 
was engaged in the mapping out of our great network of rail- 
roads. But it is a relic only, and such promotions are of his- 
torical interest for their archaic cumbersomeness, rather than 
for any current economic interest. A second class represents 
the ordinary promotion of the small independent railroad, built 
through country already partially served with railroad facilities 
but sufficiently prosperous to warrant a new and competing 
line. A third class consists of the new branches of already 
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existing railway systems. In most cases, these branch and 
connecting Hnes come into existence as separate corporations, 
although their parentage is thoroughly recognized. Small as 
has been the new railroad construction since 1912, by far the 
largest part has been these small, subsidiary offsprings of the 
larger systems. In fact it may be said that new, independent 
railroad construction has been a negligible element of our in- 
dustrial life since the panic of 1907. 

These three groups are not distinct. The differentiation 
between a "new" road promotion of the old-fashioned sort 
and a competing line, which justifies itself on the ground of 
directness or improved connection, is very hard to make. And 
very many of the new connecting lines, presently to be merged 
with great systems, were promoted as independent roads with- 
out visible connection with their adopted parent.^ In strict- 
ness, of course, a discussion of the promotion and the financial 
plan of a new railroad excludes these branch and connecting 
line roads built by the larger systems. Yet the form and the 
steps of such promotions are often strikingly like those of the 
smaller independent systems. Attention is therefore directed 
in the present chapter mainly to small railway promotions.^ 

As suggested already, the small independent railroad pro- 
moted by the community itself for local improvement is a 



* Thus when the Seahoard Air Line began, in 1915, to carry out its long planned 
direct low-grade line through Charleston to Savannah, it developed its plan at first 
through the Carolina, Atlantic and Western Railway, one of its recognized subsidiaries. 
But the Carolina, Atlantic and Western Railway had its origin in three or four 
small independent lines built by an independent promoter, Bonsall by name. 

2 A great deal has been written in the past concerning railway promotions. Much 
is of little scientific value, because of the avowed purpose of the authors to expose 
the moral turpitude of the erstwhile railway promoter. For example, the following 
title is suggestive: Doyle, John T., "How to Build Railroads, Mortgage Them for 
Twice Their Value Before They Are Built, Keep Half the Bonds and the Railroad 
Also — The Value of Such Bonds as an Investment," 2g Am. Law Rev., 905 (1895). 

For elaborate studies of railway promotion, especially in the earlier years, see 
Cleveland. F. A., and Powell, F. W., Railroad Promotion and Capitalization in the 
United States (1909). This book contains an exhaustive bibliography, and is the 
most considerable study of railroad promotion as such. Less elaborate but resting 
their conclusions on a wide historical baclcground are the chapters on railroad pro- 
motion in Ripley, W. Z., Railroads, Finance and Organization, i (1915); Cleveland 
and Powell, Railroad Finance, 14-81 (1912). 
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thing of the past. Originally the new railroad was a civic im- 
provement. The Baltimore and, Ohio was built in order to 
give Baltimore access to the region beyond the Alleghany/ 
the original New York and Erie in order to give the lower tier 
of New York counties access to a market.* When capital was 
being gathered for the Western Railroad of Massachusetts, 
clergymen preached about the economic, social, and — by im- 
plication — the moral, value of the enterprise. Often, in order 
to stimulate subscriptions great mass meetings were held along 
the line of the proposed road.° Local newspapers lent their 
editorial and news pages to the prospective enterprise. Often 
there was a house-to-house canvas for subscriptions, similar 
to those in behalf of the Liberty Loans of the Great War." 

In addition to the private aid extended to the new railroad 
enterprise, towns, counties, states, and the national govern- 
ment granted lands, money, and credit. In New England the 
towns would issue their bonds and then with the proceeds buy 
the bonds of the new railroad enterprise.'' In other sections 
of the country, the states of the Middle West and South would 
commonly grant land,° and in the far vvest land grants were 



^ For the early history of the Baltimore and Ohio Railroad, see Bowen, E., 
Rambles in the Path of the Steam Horse (1855); Smith, W. F., History and Descrip- 
tion of the Baltimore and Ohio Railroad (1853); Smith, W. F., The Book of the 
Great Railway Celebrations (1858); Reizenstcin, M., "The Economic History of the 
Baltimore and Ohio Railroad," 25 Johns Hopkins Univ. Stud. His. Pol. Sci., 275 
(1897); Latrobe, J. H. B., The Baltimore and Ohio Railroad (1868). 

* For the early history of the Erie Railroad see Mott, E. H., Between the Ocean 
and the Lakes (1901); Lord, E., Historical Review of the New York and Erie Rail- 
road (185s). 

*■ A gossipy, but instructive and probably accurate account of these popular meet- 
ings is to be found in Mott, E. H., Between the Ocean and the Lakes (1901). (Nar- 
rative of the Erie Railroad and its corporate predecessors.) Early New England and 
Middle States newspapers abound in accounts of festivals in connection with the 
starting or completion of new railroads. 

^ For example, large areas of Philadelphia inhabited by people of moderate means 
were canvassed in behalf of the building of one of the early sections of the Penn- 
sylvania Railroad. 

'See Bliss, G., Historical Memoir of the Western Railroad (1863); Hill, B. T., 
Beginnings of the Boston and Worcester Railroad (1901); Pro. Worcester Soc. of 
Antiq., 527 (1902); Adams, C. F., Jr., The Canal and Railroad Enterprise of Boston 
(1881). 

'See Ackerman, W. K.. Early Illinois Railroads (1884); Bishop, J. W., "History 
of the St. Paul and Sioux Citjr Railroad," 10 Minn. His. Soc. 399 (1905); Brownson, 
H. G., A History of the Illinois Central Railroad; Gary, J. W., The Organization and 
History of the Chicago, Milwaukee and St. Paul Railway Company (1893): Phillips, 
IT. B., The History of Transportation in the Eastern Cotton Belt to i860 (1908). 
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made by Congress. Many, perhaps most, of the new enter- 
prises could not be made to pay immediately, owing to the 
undeveloped sections of the country and the large expenses of 
operation. Consequently, most of them failed. In the case of 
the New England enterprises the towns found themselves with 
a new burden of debt and elsewhere the bondholders lost 
practically their entire investment. Yet, in spite of the in- 
dividual losses, the waste of public lands, and the misuse of 
public credit, it is doubtful if the railroads could have been 
built so quickly, or extended so rapidly, in any other way. 
New lands were opened up long before conservative judgment 
would have prompted, and once opened up became a national 
asset of great value. The hectic finance of early railroad build- 
ing was the price — on the whole a very cheap price — which 
the country paid for the marvelous industrial expansion which 
followed the extension of cheap transportation. 

Many of the methods pursued in these early promotions are 
still followed, without the public credit and public acclaim. 
The promoter is usually a civil engineer who has had some 
practical experience in railroad construction. Quite frequently 
he is a native or resident of the locality in which he proposes 
to build his new road. At all events he makes himself popular 
with the influential men along the proposed route. He secures 
traffic agreements with the connecting lines and makes the 
necessary connections with bankers. Subsequently he super- 
intends construction and, after the completion of the road, he 
may continue to operate it. 

The outstanding feature, of railroad promotion is the 
construction company.' This element may be, and often is, 
present in the promotion plans of other enterprises which in- 
volve large building operations, but it is an almost universal 

'See references relating to the Credit Mobilicr, note ii below; also Smalley, 
E. v., History of the Northern Pacific Railroad (1883). 
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part of a railroad promotion." Many forms of construction 
companies have existed in the past." The typical procedure is 
as follows. Several of the leading stockholders form a cor- 
poration, to the share capital of which they subscribe in cash. 
This independent corporation is now given some fictitious 
name, say the Alleghany Construction Company. The rail- 
road corporation, having acquired its charter and certificate 
of incorporation but owning as yet no property, then enters 
into a contract with the construction company covering the 
actual building of the road. Sometimes the title to the right 
of way is acquired directly by the railroad, but more often by 
the construction company. The contract between the two pro- 
vides that for every section of one, ten, or a hundred miles of 
completed road turned over by the construction company to 
the railroad, the latter will surrender to the construction com- 
pany a certain number of bonds and stocks of the railroad. 
The first section of the road is built by the money subscribed 
by the stockholders of the construction company. The cost 

'■* The customary use of the construction company in early railroad building was 
the subject of severe arraignment by Hassler, C. W., Railroad Rings and Their Re- 
lation to the Railroad Questions of the Country (1876). 

" The two which have become classic in the literature of railroad promotions are 
the Credit Mobilier, the construction company for the original Union Pacific, and "C. 
Crocker and Company" for the original Central Pacific. 

An elaborate outline of the Credit Mobilier may be found in House Report lit 
42d Congress, 3d session (Feb. 18, 1873), covering a Congressional investigation of the 
Credit Mobilier, and House Report 78 (same Congress and session), covering the 
Union Pacific. The whole promotion of the Union Pacific has been treated in White, 
H. K., History of the Union Pacific (1895). The parts of this essay relating to the 
promotion have been made universally available in Ripley, W. Z., Railway Problems, 
Ghap. IV (1913); also Davis, J. P., The Union Pacific Railroad (1894); Crawford, 
J. B., The Credit Mobilier of America, Its Origin and History (1880). Somewhat 
biased discussions are Hazard, R., The Credit Mobilier of America (1881); Oakes 
Ames, A Memoir (1883); Hollister, O. J., Life of Schuyler Colfax, 381 (1886); 
Garfield, J. A., Review of the Transactions of the Credit Mobilier Company, etc. 
(1880). 

The construction of the Central Pacific Railroad, the role of "C, Crocker and 
Company," and the four evil geniuses of the undertaking (CoUis P. Huntington, 
Leland Stanford, Charles Crocker, and Mark Hopkins), far more than the building 
of the Union Pacific, is a story of misrepresentation, deceit, and wanton betrayal of 
trust. A brief account is _ given in Cleveland and Powell, Railroad Finance, 70 
(1912). For longer discussions see the various Congressional Investigation reports 
relative to the Pacific railways, particularly Pacific Railway Commission Report (1887), 
and Senate Committee on Pacific Railroads (1897).. Distinctly biased discussions 
are: Robinson, J. R., The Octopus (1894); Graham, R. S., The Central Pacific Rail- 
road Company (1889); Lansing, G. L., Relations Between the Central Pacific Railroad 
Company and the United States (1889); Haymond, C, The Central Pacific Railroad 
Company (1888J. 
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of the second section is defrayed by the proceeds of the sale 
of the bonds and a part at least of the stock received by the 
construction company from the railroad. For this second sec- 
tion, completed, the construction company receives another 
block of securities which are sold to meet the cost of the follow- 
ing section. The process is continued until the last section is 
completed. 

As a result of the process, the construction company ends 
by owning all the securities of the road not actually sold to 
secure the cash for the purchase of equipment. This is its 
profit, provided the securities — as is presumed although not 
always true — are worth more than the stock capital originally 
subscribed by the stockholders of the construction company. 
These securities remaining in its hands may be divided among 
the shareholders of the construction company, or sold for cash 
and the proceeds divided. In rare instances the construction 
company is kept alive as an investment company.^^ 

In the early period of railroad building, the members of 
the construction company, individually or in the name of the 
railroad, sought to sell the securities to the public.^' This was 
entirely satisfactory so long as the public continued to buy 
the bonds of the unfinished road; but when the construction 
company failed to effect a steady outlet of the securities and 
it became choked with undigested obligations of the railroad, 
it was short of money to pay for materials and labor. Work 
ceased and the whole enterprise came to a deadlock. Some- 



12 The Aroostook Construction Company was incorporated February 28, 1891, for 
the purpose of building the Bangor and Aroostoolc Railroad. The construction com- 
pany had left in its treasury, after completing the railroad, practically all of the rail- 
road's stock. Instead of dividing or selling this stock the construction company has 
been continued as a kind of investment and controlling company for the railroad. As 
things now stand, the construction company, with a capital stock of $500,000, owns 
virtually all of the railroad's $3,800,000 of common stock, which controls the railroad, 
representing an investment of approximately $30,000,000, 

" For a recent case of the older methods see the use of two construction com- 
panies in the building of the Kansas City, Mexico and Orient Railroad. As Ripley 
expresses it "the most inviting layout of securities was offered to investors, ' and in 
a note he states in detail the "inviting layout." Ripley, W. Z., Railroads, Fmance 
and Organization, 16 (1915). 
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times a new construction company was found to assume 
the obligations and assets of the old," but more often the 
railroad and the construction company failed together.^^ Of 
late years the construction company has assured itself of an 
outlet for its securities, as one of the necessary prerequisites 
of starting the whole enterprise, by contracting with bankers 
for their sale to the public. The bankers, in consideration of 
liberal commissions and stock bonuses, agree to buy the bonds 
of the construction company for cash as rapidly as they are 
received from the railroad. Granting the integrity and selling 
power of the bankers the construction company becomes as- 
sured of sufficient money to carry out its building contract with 
the railroad. 

Three sources of profit fatten the treasury of the construc- 
tion company — profit on land purchased on account of the 
road, profit on labor and materials furnished for construction 
purposes, and profit from the direct sale of the railroad securi- 
ties. Aside from the ability of the construction company to 
market the railroad bonds, a matter upon which the success of 
the whole enterprise hinges, the success to the construction 
company turns upon the character of the building contract 
upon which the relations of the two corporations are based. 
As the few stockholders of the construction company are the 
influential stockholders of the railroad company, this contract 
is usually conspicuously favorable to the former corporation — 
so favorable indeed is it sometimes that the few within the 
inner ring reap an inordinate surreptitious profit. In conse- 
quence the new road emerges with a large volume of stock and 
bonds, which stifle it almost before it is born. In a few 



^* Several successive construction companies were used in building the Pacific 
railroads; for detailed reference see note ii. 

^* A striking account of early construction company methods, of duplicity of rail- 
road and construction company officials, and of the evil results as shown by certain 
episodes in the history of the Chicago, Burlington and Quincy Railroad, is given in 
Pearson, H. G., An American Railroad Builder (1911). Important sections covering 
the construction of the so-called "River Roads" were reproduced in Ripley, W. Z., 
Kailrcad Problems, 82 (1913). 
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notorious instances, like C. Crocker and Company,^*' in con- 
nection with the building of the Central Pacific, the individual 
rnembers of the construction company reap exorbitant secret 
profits by personally selling their company supplies and 
construction material at prices above the market." 

" To give a semblance of legal immunity C. Crocker resigned from the directorate 
of the railroad in order to devote himself to the construction contracts, but his place 
was taken by his brother. 

" One of the most notorious of construction company exploitations was that 
of the building of the Hampden Railroad. The outstanding facts seem to be as fol- 
lows; In 1910, Charles Mellen, then President of the Boston and Maine Railroad, 
the latter having passed under the control of the New York, New Haven and Hart- 
ford Railroad, conceived the idea of connecting the Massachusetts Central, a poor 
single-track subsidiary of the Boston and Maine, with the New York, New Haven and 
Hartford at Springfield. This link would represent about 15 miles of line. It would 
enable the New Haven and the Boston and Maine roads to run trains from New York 
to Northern New England points over their own tracks. 

Mellen gave one, Gillett, then head of the Woronoco Construction Company, a 
small contracting company which had already done work for the New Haven, to 
understand that the Boston and Maine would lease the Hampden Railroad when 
built, and assume its bonds and stocks. This understanding was ratified by both 
the directors and the stockholders of the Boston and Maine. 

Gillett and his business associates then formed the Hampden Railroad Company, of 
which Gillett was president. Gillett next formed the Hampden Investment Company, 
with himself as president, to take over the securities; of the railroad as rapidly as 
issued and to supply, through loans on these securities, the necessary construction 
money. On the strength of Mellen's introduction to prominent Boston bankers, up- 
wards of $2,500,000 of these Investment Company notes were issued, and sold largrely 
to Massachusetts savings banks. The Hampden Railroad issued as well $1,400,000. 

Gillett, as president of the Hampden Railroad (and the Hampden Investment Com- 
pany as well) entered into a contract with himself as the president of the Woronoco 
Construction Company for the actual building of the road. In the petition to the 
Massachusetts Railroad Commission it had been estimated that the cost of the road, 
20.76 miles in length and reaching the cities of Springfield, Holyoke, and Chicopee, 
would be $2,190,000, or over $100,000 a mile. Obviously, the plans called for a very 
well-constructed, broad, straight railroad, very much out of keeping with the old 
curving, steep-grade single-track line of the Central Massachusetts, of which it was 
to form an integral part. 

The contract which Gillett, as personifying the Hampden Railroad Company, made 
with himself as personifying the Woronoco Construction Company, involved the build- 
ing of the road at definite unit costs, and cost plus 10 per cent The road was built 
Vfith such heedless extravagance, considering its situation, as to suggest that the 
contractor labored arduously to increase the cost, both by extravagant expenditures, 
and by excessive and surreptitious profits. Most of the work of excavation, for ex- 
ample, was sublet to other contractors. The profits realized are suggested by the 
following scales of unit prices: 

Excavating Unit Costs 
Unit Costs 

Approved Unit Costs of Work Done by Sub- 
by Boston contractors for Gilletfs Construction 
Unit Costs and Maine Company. 

Suggested Chief En- ^ ^ , 

by Gillett gineer after Holbrook, C. W. Blakeslee 

Discussion Cabot and Rollins and Sons 

with Gillett 
Earth Cut, per Cubic Yard..$ .45 $-375 ^ $-25 $-25 

Rock Cut, " " " .. 1.85 I-50 (Loose) .50 .50 

(Solid) 1. 10 1. 00 

Overhaul " " " . . .01 .0075 .005 .00375 

(Beyond 1,000 feet) 

On the excavation covered by these subcontractors the Hampden Railroad Com- 
pany paid the Woronoco Construction Company $2,686,093. whereas, the Woronoco 
Construction Company paid the two subcontractors $i,59S,27o. The apparent profit 
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Fraught though it is with real and apparent fraud, the use 
of the construction company serves several useful purposes 
in railroad promotion. Ordinarily the new railroad would 
find it very expensive to secure its right of way if it attempted 
to do so openly. Farmers are notoriously recalcitrant in argu- 
ments over the value of their waste land. Burnt-over sections 
which, before the railroad was thought of, the farmer allowed 
the tax assessor to pass over entirely, suddenly assume great 
value as soon as the railroad is projected through them. 
Although the grant of a "certificate of exigency," or the exer- 
cise of the delegated right of eminent domain, may give the 
road authority to take the land, nevertheless expensive and 
annoying litigation results which leaves its scars of public 
hatred. On the other hand, if the land to be used by the new 
road is quietly bought in by the construction company, with 
very little stir, a lower price is invariably paid and no antago- 
nisms are engendered. Again, the use of the construction 
company permits the railroad to issue "full-paid and non- 
assessable" stock since there is no issue of stock for specific 
property that can be independently valued. The road merely 
surrenders a certain amount of securities for a certain quantity 
of finished road, and no one can say but that it received full 
value. Again, too, the road knows, or should know,''* the ex- 



to Gillett's contracting company was, therefore, $1,090,824, or upwards of 40 per 
cent of what was paid the subcontractors. 

Gillett's report to the Massachusetts Commission showed a cost of $4,396,000, or 
$300,000 a mile! At that time, in its nearly finished state, the road was only 14.8 
miles in length and reached neither Holyoke nor Chicopee. It had only four insignifi- 
cant way stations. The Interstate Commerce Commission's report states, "The Hamp- 
den Railroad runs through a stretch of country which presents no unusual difficulties 
in the construction of a railroad. It was admitted that by using a different location, 
by making the road somewhat longer with somewhat less favorable grades, it could 
probably nave been built for from $35,000 to $40,000 (per mile)." 27 I. C. C. Rep. 
604. 

When the whole matter came before the Massachusetts Public Service Com- 
mission, the latter was naturally reluctant to allow these inordinate expenditures to 
be capitalized and the burden shifted to the shoulders of the Boston and Maine. And 
when, ultimately, the Boston and Maine passed inta the hands of receivers, the 
Hampden Railroad, The Hampden Investment Company, and the holders of the 
latter's notes were left without a foster parent to assume the burden. For further 
details see Mass. Pub. Serv. Com. Rep., 1914 and 1915. 

" Too frequently the construction company, finding its contract unprofitable, 
merely throws it up. As the directors of the railroad, are probably the stockholders 
of the construction company no attempt is made to enforce the terms or collect dam- 
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act cost of the road in terms of the only thing the railroad can 
give — its own securities. So that, in spite of the ill repute into 
which the idea of the construction company has fallen, its use 
is still retained in promotions. One may sincerely believe, 
however, that the old profiteering by insiders very rarely 
occurs now. 

With the exception of the role of the construction com- 
pany, the financial side of railroad promotion is relatively sim- 
ple. After the promoter has secured the right of way — very 
frequently this is given him by the towns and the farmers to 
encourage the new railroad — he arranges with bankers to se- 
cure the necessary money. As the promoter is ordinarily a 
railroad engineer, the usual practice is to leave to him the man- 
agement of the construction company, the purchase of mate- 
rial, the hire of labor, and the arrangement of traffic agree- 
ments with other lines. The bankers confine their attention 
to the actual financial plan and the more difficult task of the 
sale of securities. 

Ordinarily, only first mortgage bonds and common stock 
are issued, the former representing the actual cost of the road 
and the latter the prospective profits of promotion. This is 
possible because the class of what one might call "speculative 
investors," to whom bankers would probably sell the securities 
of an embryo railroad, would not buy preferred stocks, but 
would insist on just the things bonds and common stock can 
give — apparent security and an interest in the prospective 
profits. As there are no earnings to show, and if prospective 
earning figures are vouchsafed they can be made liberal, a 
large number of bonds issued in the beginning does not create 



ages, should any assets remain to the construction company. Thus, in the contract 
between the Iowa and Mississippi River Construction Company to build the old 
Chicago, Dubuque, and Minnesota Railroad, it was provided that should the construc- 
tion company find its own small capital and the very large allotments of railroad 
bonds and stock exhausted before the road was completed, the directors of the rail- 
road should accept it in the unfinished condition. This was done. Other examples 
are cited in Cleveland and Powell, Railroad Finance, 63 (1912). 
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a prejudice against the enterprise.^' Investors have become 
accustomed to large bonded debts for railroads and are not 
frightened by them. Consequently the bankers can formulate 
a financial plan in which the par value of the bonds may 
equal or even somew^hat exceed the actual cash expenditures. 
Even then, as much if not all of the land on which the road 
is built is a free gift, it is quite within the truth to say that 
the actual property of the new road exceeds the par value oi„ 
its bonds. 

This practice of issuing bonds to an amount equal to the 
cost of the road is not as unjustifiable as might appear at first 
thought. The bonds would bear at most 6 per cent interest. 
The road could not justify its economic existence if it could 
not earn 6 per cent on its cost; so that if the new road should 
fail to earn its interest charges it would indicate merely that 
the territory adjacent to the road could not support a new rail- 
road. In other words, if the money invested in the road 
cannot earn the 6 per cent required for bond interest, that 
money had better be invested elsewhere. 

Common stock is issued at the time of promotion in very 
liberal amounts. It is the lubricant which makes the wheels 
of promotion turn easily and smoothly; it costs the road noth- 
ing. With the road unbuilt the value of the common stock is 
very little, and that little is prospective earning capacity, to be 
made actual only through the concerted endeavor of the very 
men to whom it goes as compensation for promotion services. 
In this way, the amount of the interest-bearing securities and 
the charges upon them may be reduced to a minimum. Were 
it possible to sell preferred stock alone, or even preferred 
stock with a liberal bonus of common stock, as is done in 
the case of industrials, small railroads could be promoted 



" Ripley, in an able article, attributed the general unsoundness of railroad finance, 
in the years just before the Great War, to the predominance of bonds over stocks. 
W. Y. Times Annalist, April 27, 1917. 
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without the initial burden of a heavy bond issue. Unfortu- 
nately, however, the incHnations of the investor insist on 
mortgage bonds for railroads and the pattern of the financial 
plan must be cut accordingly. 

The principles heretofore explained can be well illustrated 
by a simple case of railroad promotion."" A small road of 60 
miles was projected through a new country. The promoter 
was a civil engineer who had previously had charge of con- 
struction for a large trunk line extending through the sec- 
tion. He was thoroughly familiar with the railroads in the 
region, as well as the general economic conditions. Through 
persuasion helped by a pleasing personality he secured the 
gift of the entire right of way and the terminal sites in three 
of the five towns through which the road was to pass. The 
promoter and two banking houses next formed a construc- 
tion company which assumed the title to the real estate to 
be used by the new railroad. The railroad company was then 
incorporated, after the necessary legislative sanction had been 
obtained. The completed road cost, for the labor of grading, 
for third quality ties, for sixty-pound relay rails,^^ the neces- 
sary sidings and yards, and for the erection of five small 
stations and one terminal, approximately $850,000 in actual 
money. This was at the rate of $14,000 a mile, without equip- 
ment.^^ The promoter and bankers, as directors of the rail- 
road, contracted with themselves as the executive committee 
of the construction company, to deliver over to the construc- 



^ The case is an actual instance of the promotion of a small road. Some of the 
details concerning underwriting; syndicates and unessential matters have been omitted 
from the account, as such details would only needlessly complicate the illustration for 
the present purpose. 

^ Rails that have been already used on another road, where they have been re- 
placed by heavier rails before they are worn out. 

^This was a particularly low rate. The time was 191 1 when material costs 
were low; then, too, the construction company received no money profit; second-hand 
rails were used and it happened that a main line railroad was then changing from 
60-pound to 80-pound rails and the construction engineer was able to take his pick of 
relay rails at a price far below the current cost of new rails; there was no expensive 
excavation and no large fills; unskilled labor was abundant and cheap in price. AU 
these considerations tended to make the initial construction costs very low. 
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tion company $160,000 in first mortgage 6 per cent bonds 
and $180,000 in stock in return for each section of ten miles 
of completed road. At the same time the bankers contracted 
with themselves as the executive committee of the construc- 
tion company to buy the bonds of the company at 90 per 
cent, provided they were allowed in addition $120,000 in 
stock for each ten-mile section. The prospective profit to the 
construction company was therefore $60,000 par value of 
stock for each section, since the actual money received from 
the bankers was entirely absorbed by the direct outlay for 
construction. The first ten-mile section was completed with 
money subscribed by the construction company's stockholders 
— the promoter and bankers. Thereafter each section was 
built from the proceeds of the sale to the bankers of the bonds 
received for completing the previous section. At the same 
time the promoter arranged with the manufacturers of equip- 
ment to buy two small locomotives for $25,000 and to pay for 
them by the delivery of $27,500 par value of the first mortgage 
bonds of the railroad. He also purchased two passenger 
coaches and a combination passenger and baggage car for 
$6,000 in first mortgage bonds.^^ The freight cars of other 
lines were hired to save the cost of freight equipment.^* 

The vital point of the financial plan of any promotion of 
this kind, the relative amount of fixed charge the business can 

" This device of paying for equipment in bonds is very common. In the case of 
a large order the equipment companies require that an equipment trust be created. 
See Volume I, Chapter V. In cases of smaller sales one among the many com- 
peting equipment manufacturers will accept bonds in payment for equipment, 
provided, of course, there is reasonable chance of selling them. This procedure 
resembles that of New England manufacturers of textile machinery in accepting stock 
of new cotton mills as payment for mill equipment. 

^ Summarizing the financial plan employed in this instance, there would be out- 
standing at the completion of the road: 

Authorized Issued 

First Mortgage 6% Bonds $3,000,000 

Issued for the Following Purposes: 

Roadbed (Construction Company) $960,000 

Locnmotivcs 25,000 

Coaches 6,000 

Stock 2,000,000 

Issued to: 

Construction Company 1,080,000 

Promoter in return for services, including securing 
of land ,t 500,000 
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carry wisely, was not considered, because the promoter had 
assured himself of enough traffic to pay at least 6 per cent 
on the construction money and had no need to plan further. 

Closely related in most respects to the procedure in the 
promotion of a new steam railroad is that of a new inter- 
urban electric railroad. In the period from 1897 to 1907 there 
was a very extensive development of interurban properties 
all over the eastern and central states. Enormous amounts 
of money were sunk in these projects on the expectation that 
they would revolutionize passenger transportation. The large 
majority of them were, at first, only partially successful, 
even though little or no depreciation was charged against earn- 
ings. Subsequently a very large proportion actually failed; 
those which were able to keep out of the hands of receivers 
were, in the majority of cases, burdened with only a low 
bonded debt. But a very few have proved in the long run 
to be financially successful or indeed, sufficiently remuner- 
ative to have justified their original construction. Since the 
Great War the conditions of the interurban have gone from 
bad to worse.^^ 

Ostensibly, the interurbans in Massachusetts are built 
according to the most conservative financial plan. The laws 
covering the building of public service corporations required 
that not over half of the cost of construction should be repre- 
sented by bonds. Apparently, then, the bondholder was as- 
sured of a large equity after his bonds, amounting at least 
to the entire amount of the bonded debt. But this entirely 
wholesome law was circumvented in a variety of ways. Land 
was sold by the proprietary interest to the prospective corpora- 



25 An illustration of the extreme conditions is the Bay State Street Railway. This 
covers all of the eastern part of Massachusetts (with the exception of metropolitan 
Boston), one of the most densely populated and prosperous sections of the country. 
Owing to increasing costs of operation, steadily depreciating equipment, competition 
with automobiles, and a multitude of lesser causes, the road ceased to earn enough to 
pay its interest charges. Fares were raised on many of the lines, but without avail. 
It passed into the hands of a receiver in December, 1917. 
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tion at fabulous prices, organization expenses were fabricated, 
engineers' and construction companies' building accounts 
were padded in every conceivable way. As a result of such 
methods the nominal cost of the property was made to appear 
twice the actual money cost, or even more. Consequently, 
in spite of the law, the entire money cost of the road was rep- 
resented by the par value of the bonds. 

In many localities, in Massachusetts as well as other states, 
interurbans were often built by land speculators who used the 
road as a means of opening up new tracts of land. By the 
use of methods described in the preceding paragraph, the 
speculator was able to shift the entire burden of the road to 
the shoulders of investing bondholders. The success of the 
road, however, was indissolubly bound up with that of the 
land speculation. If this was successful the promoter of the 
road reaped a rich harvest; if it failed he lost nothing, since 
the cost had been borne by the bondholders. 

In the actual procedure the promotion of the interurban 
electric company and the steam railway differ but little.''* 
Generally speaking, the attempt has been made to use a smaller 
proportion of bonds in the financial plan of the former. Pre- 
ferred stocks were used in a larger number of cases; yet 
such statements are only indicative of general tendencies. The 



^•^ For discussions of the financial plan see Ne\y York Times Annalist, July 20, 
IQ14. This article summarizes excellently the investigation work always performed by 
the banker in determining whether or not the prospective interurban fine will pay. 
The following summary is significant: "Some bankers will not engage in a construc- 
tion proposition if it does not show net earnings equal.; to two and one-half times the 
interest charge, because out of this margin must come the payment of interest, the 
sinking fund charges, and the dividends, if any. Each mile of track should earn a 
minimum of $5,000 a year. That is the generally accepted figure for interurban roads. 
At an operating cost of 60 per cent, there would be earned $2,000 a mile. If the con- 
struction cost IS $25,000 a mile, and the bonded indebtedness a similar amount, the 
interest charge at 5 per cent would be $1,250 a mile, which would leave $750 a mile 
to provide for depreciation, possible shrinkage in business, and accidents^ out of the 
ordinary. For an interurban road a population of 1,000 per mile in a strip two miles 
wide on each side of the road, is considered a safe minimum." 

The writer's own observation has been that bankers cannot wisely attempt to 
finance a new promotion of an interurban line which does not promise net earn- 
ings in excess of 10 per cent of the cost of construction. Furthermore, they should 
be more concerned with the volume of possible traffic at either end of the line than 
this statement would indicate. Gerstenberg, C. W., Materials for Corporation Finance 
457 (1915)1 gives an excellent illustration of an engineer's report on a proposed 
interurban electric railway. 
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pronounced weal^ness of the financial plans of nearly all elec- 
tric railways is the neglect of the importance of depreciation. 
A road overburdened by bonds might survive for the first 
half-dozen years, or even first ten years, because new equip- 
ment and a new roadbed could be used for a few years without 
expensive replacements. But sooner or later large renewals 
become absolutely necessary. Without a depreciation reserve 
these renewals must be capitalized and the money to pay for 
them obtained by the sale of more bonds. This course brings 
the road deeper and deeper into the quagmire of bonded debt. 
It has only one outcome. All other considerations in the 
financial plan are therefore subordinate to this one considera- 
tion — the fixed charges must be so low that an ample depre- 
ciation reserve can be set aside. The form of the financial 
plan may and will depend largely on local conditions, be- 
cause the securities must be sold in the local market to local 
investors, but this principle of a low fixed charge must be 
observed at all hazards. 



CHAPTER VII 

UNDERWRITING SYNDICATES ' 

General definition of a syndicate, 104; Types of underwriting 
syndicates, 105 ; The guaranteeing syndicate for sale of a large, 
well-known corporation's securities, 107; Ordinary underwriting 
syndicates and the function of the manager, no. 

In cases where the investment banker purchases issues of 
stocks and bonds, he seldom assumes the entire responsibiHty 
for their sale. He distributes the risks, the responsibilities, and 
frequently the work of selling the securities among other 
bankers. To accomplish this he forms an association which 
lasts merely until a particular issue of securities is sold. Such 
an association of bankers, bound together for the time being 
in accordance with a contract executed by them all, is called 
an underwriting syndicate. It is a mode of mutual insurance 
against the risks incident to the final distribution of a large 
body of investment securities and has been ably defined as 
"an association of persons who guarantee the subscription of 
the issue either wholly or partially, each guarantor usually 
accepting the responsibility for so much to the actual con- 
tractors." ^ It is an intermediate organization, interpolated 
between the investment banker, with whom the promoter or 
corporation co-operates, and the public who ultimately acquire 
the securities. 

The underwriting syndicate as we find it today was intro- 



^ It should be noted from the beginning that this chapter includes the under- 
writing of securities of established companies as well, as those of promotions. See 
also Stevenson, G., ''Underwriting," 25 An. Am. Ac. Soc. Pol. Sci. 61 (1905). For 
other studies of syndicate underwriting see the report of the classic Hughes Inves. 
ligation — Testimony Taken by the Legislative Insurance Investigating Committee, 
New York, 1905. 

' This is distinctly the best definition of the underwriting syndicate the writer 
has met with. It was given first in an English periodical, 31 Economist 994, and 
quoted in Cleveland and Powell, Railroad Finance, 24 (1912). 

104 
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duced into the country by Jay Cooke in 1871 in order to assist 
him in the task of refunding United States bonds. ^ Cooke 
had noted with considerable care the operation of the French 
"syndicate" while on a visit to France and conceived of the use 
of a similar instrument in distributing American securities 
here. While used considerably during the period from 1880 to 
1890 in the sale of railroad bonds, the American underwriting 
syndicate did not occasion general note nor become an impor- 
tant step in financial procedure until the second period of in- 
dustrial promotions. This began in 1897. Since then the un- 
derwriting syndicate has been used in large and small under- 
takings in all fields of promotion. In fact, it may be said with- 
out exaggeration that there are no promotions of any consid- 
erable size and very few sales of large blocks of securities 
by corporations that have not used an underwriting syndicate 
in some form. The form and structure, the legal and moral 
responsibility, and the general operation of a syndicate organ- 
ized in connection with the sale of promotion securities may 
differ in no wise from the corresponding characteristics of 
one organized to distribute an issue of bonds or stocks of an 
old-established corporation. The only vital difference be- 
tween the two types is that the gross profit to both the man- 
agers and the syndicate members is conspicuously greater in 
the promotion syndicates. As the form of the two types is 
so essentially the same no attempt is made in the present 
chapter to differentiate between them. The chapter deals, 
therefore, with underwriting syndicates in general, and is not 
confined to the field of promotion. 

Underwriting syndicates are now of many forms. The 
differences depend largely on the relative responsibility of the 
various persons concerned in carrying out their provisions and 



' Oberholtzer, E. P., Jay Cooke, II. Financier of the Civil War, 275 (1907). 
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on the distribution of risk.* There are always three such per- 
sons or interests concerned and there may be several more. 
The corporation which issues the securities is usually a passive 
spectator. Besides this, there is the syndicate manager — usu- 
ally a banking house — who "gets up" the syndicate by arrang- 
ing the conditions of purchase from the corporation and the 
conditions of participation by the others ; and finally the par- 
ticipants or subscribers who share among themselves what- 
ever risk is involved in the final distribution of the securities.* 
This final distribution may be to the stockholders of the cor- 
poration, to one or more retail banking organizations or di- 
rectly to the public investors. The main point is that the 
underwriting syndicate is a usual, but not a necessary inter- 
mediate step, of the nature of a lubricant, interpolated between 
the issue of securities by the corporation and their final ab- 
sorption by investors and investment institutions. 

No two underwriting syndicates are of exactly the same 
form, and owing to the complex relationship of the various 
parties of the underwriting agreement, a classification of them 
is exceedingly difficult. They vary from the large, widely 
participated in, and very profitable syndicates insuring the 
sale of stock of great railway systems to their stockholders 
at very attractive prices, to the loose selling agreements by 
which small unimportant corporations "peddle out" their se- 
curities to small dealers on a commission basis, with a mini- 
mum or even contingent responsibility on the part of the 

* Several writers have attempted to make rather elaborate and exhaustive classi- 
fications of underwriting syndicates. The present writer is not favorably impressed 
with such classifications because it is difficult to pick out a single characteristic that 
can be used as a basis. Moreover, the different classes so merge into each other 
that it would be diffjcult often to place a particular syndicate agreement in a particu- 
lar class if it is at all complicated. 

'^Detailed underwriting agreements of great variety are accessible to the general 
reader. A particularly good set representing the organization of a variety of indus- 
trial combinations is reproduced in the Report of the Industrial Commission (igoi). 
Vol. XIII. See particularly that covering the promotion of the United States Bobbin 
and Shuttle Company, 13 U. S. Ind. Com. Rep. 59 (1901). 

A brief, clear-cut syndicate agreement for the purchase and "carrying" of a 
small railroad is given in Gerstenberg, C. W., Materials of Corporation Finance 405 
(191S). For legal aspects see Machen, A. W., Modern Law of Corporations. 
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dealers. All forms are, however, alike in that the risks inci- 
dent to the final disposal of the syndicate's securities fall, os- 
tensibly at least, on the shoulders of the syndicate participants. 
They vary in the method by which this distribution is un- 
dertaken. 

In order to illustrate the actual operation of different 
varieties of syndicate agreements, we shall describe three dis- 
tinct forms. These forms represent conspicuous types. The 
special agreements used as illustrations are chosen at random 
from among a great multitude of syndicate agreements, all 
differing in important and unimportant details from each 
other. 

One type of syndicate is restricted entirely to the sale of 
securities of well-known, established businesses. The corpora- 
tion itself offers and sells its securities to its own stockholders, 
and the syndicate and its participants merely stand in the 
background, guaranteeing to the corporation a successful sale. 
A large corporation, with an extensive and diversified list of 
stockholders, wishes to sell a block of bonds or stock. The 
prospective proceeds of this sale have been spent already in 
new construction or the purchase of new equipment. It is 
therefore of the utmost importance that the sale should realize 
the amount anticipated, for otherwise the corporation would 
be in a serious plight. To insure this success the corporation 
is willing to pay a small insurance premium. But no one 
individual or banking house is willing to undertake so large 
a risk, even though the success of the sale to the stockholders 
seems reasonably assured. Accordingly a single banking 
house, ordinarily the one the corporation has had dealings 
with in the past, agrees to secure the insurance or the under- 
writing of the successful sale, by distributing the risk among 
a large number of individuals. For this service in securing 
the underwriters — participants, they are usually called — the 
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banking house receives a commission directly from the cor- 
poration or else some part of the commission allowed for the 
entire insurance. The banking house becomes the manager of 
the syndicate and acts throughout the period covered by the 
transaction as the intermediary between the corporation and 
the participants. The participants are allowed a commission 
as compensation for the risk they assume, which may be paid 
directly by the corporation, or indirectly as part of the pre- 
mium allowed the managers for securing the underwriting. 
In case the securities are all sold to the stockholders, as the 
corporation contemplated, the manager, and the participants 
have merely to collect their commissions. In case only a part 
of the amount is taken by the stockholders, then the unsold 
remainder is forced on the participants of the syndicate in the 
exact proportion that their participation bears to the entire 
underwriting. They pay the corporation the price at which 
the security was offered to the stockholders. 

Syndicates of this character abound in the financial history 
of the large railroad and public service corporations. One 
illustration will bring out the details. On April 20, 191 5, 
the New York Central Company authorized the issue of $100,- 
000,000 6 per cent convertible bonds to be subscribed for by 
the stockholders at par, in proportion to the number of their 
shares. At that time the average interest and rental rate for 
the New York Central's obligations was a trifle less than 4^4 
per cent and its general credit was to be estimated at about 
5J4 per cent. Consequently the bonds appeared to be attrac- 
tive. On the other hand, the amount was large; extensive 
improvements in the New York Terminal property and ad- 
vances to subsidiary companies, together with the cost of 
general improvements, had heavily increased the borrowings 
of the road and might be presumed to have impaired its 
credit. Railroad credit in general was low owing to the de- 
clining earnings of roads throughout the country and to wide- 
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spread repressive legislation. These facts derived additional 
importance from the uncertainties due to the Great War then 
raging. So that, although the offering appeared attractive, 
it was not altogether certain that the stockholders of the rail- 
road company would avail themselves of their full allotment 
of bonds. Accordingly, a syndicate was arranged by J. P. 
Morgan and Company, who acted as managers, in which 
bankers and banking institutions all over the country became 
participants. The road paid the managers a commission of 
Ij4 per cent for forming the syndicate and the various par- 
ticipants received 2^ per cent." As a matter of fact, prac- 
tically the entire issue was absorbed by the stockholders, so 
that no bonds were left over for the underwriters to assume. 
In this form of syndicate it will be observed that neither the 
managers nor the participants have much to do with arrang- 
ing the details of the subscriptions and perform no service in 
the way of actually selling the bonds to the stockholders 
or the public. In the case noted it was understood, however, 
although not a part of the agreement, that the subscribing 
bankers would support the market value of the bonds of 
the railroad during the life of the syndicate, so that the 
public shareholders would be led to believe it expedient for 
them to subscribe to their allotments.'^ On the other hand, 
participating bankers were not required to offer any of the 
bonds to their own clients or to be responsible in any way 
for their future investment value. Each banker merely 
agreed to take a certain proportion of the bonds offered to the 
stockholders, provided the latter did not subscribe. As the 
shareholders took up the entire allotments, the syndicate was 



* No commissions were paid on the amounts of stock directly subscribed for by 
the directors themselves. This particular limitation is unusual and was not generally 
known at the time. 

' The necessity of this is excellently illustrated by the support given to the 
Pennsylvania Railroad in 1903 by the syndicate hurriedly formed to underwrite an 
offering of new stock when it appeared that the open market price would fall below 
the subscription price. See Volume IV, Chapter IX. Also Cleveland and Powell, 
Railroad finance, 25 (1912). 
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not called upon to execute its part of the agreement; yet it, 
on the contrary, the shareholders had failed to take up any of 
the bonds, the syndicate members would have taken them. 
What they were paid was an insurance premium that the 
railroad company was willing to pay, because it was thus as- 
sured of a definite price for its bonds irrespective of the psy- 
chological attitude of its shareholder^ and the possible con- 
tingencies of the security market.* 

It will be observed that in this New York Central syndi- 
cate the managers played an insignificant role. This is un- 
usual. In the majority of syndicates not concerned with the 
underwriting of securities of assured value and popularity, 
the manager plays a most important part. He negotiates the 
purchase of the securities from the corporation, arranges all 
details of the participation, and attends to the sale of the 
securities. This type of syndicate is used extensively to 
"carry" the stocks and bonds of new enterprises during the 
first few years of their existence until their investment strength 
has been demonstrated. The enterprises are relatively small 
and consequently their securities would never reach more than 
a narrow market unless a special campaign is undertaken to 
distribute them. The syndicate manager conducts such a cam- 
paign. He becomes, in a sense, sales manager for the securities. 

A bond syndicate of a small hydro-electric company illus- 
trates this form." The total actual cost of river rights, flowage 
basin, the money construction cost of the dam, and two trans- 
mission systems to adjacent cities, together with the trans- 
forming and distribution systems in these cities, was $1,128,- 



** For illustrations of the comparatively insignificant part played by the tinder- 
writers in a syndicate of this character, see the correspondence between the Equitable 
Life Assurance Society, a participant, and J._ P. Morgan and Company, the 
managers of an old Chicago, Burlington and Quincy bond syndicate. Gerstenberg, 
C. W., Materials for Corporation Finance, 410 (1915). 

" As the enterprise was more or less private, the names are omitted or changed. 
Some of the details too are changed, in the interest of simplification, but these 
variations do not affect the value of the case as an illustration. 
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ooo in actual money. This entire cost was met by means of 
the sale to banks of notes indorsed by the investment bankers 
who proposed to stand back of the enterprise — we will call 
them Smith and Company. When the development was fin- 
ished, and the company in actual operation, Smith and Com- 
pany formed an underwriting syndicate to help carry the finan- 
cial burden of the enterprise. Before they did this, however, 
the A. B. Electric Company, as the entire development may 
be called, issued the following securities: 

Authorized Issued 

First Mortgage Bonds (S%) $3,000,000 $1,000,000 

Preferred Stock (7%) 1,000,000 437,500 

Common Stock 10,000,000 4,000,000 

Smith and Company then sent to four of their associates, 
in other cities, an "offer of participation" in the A. B. Electric 
Company's First Mortgage Bond syndicate. This offer of 
participation set forth in detail the nature of the enterprise, its 
financial plan, and the details of the syndicate operation, so 
far as these could be anticipated. Each of the four answered 
that they would accept a participation in the syndicate and 
specified the amounts. 

Smith and Company subsequently sent to their four asso- 
ciates a formal contract or participation agreement. Such a 
document is known always as the syndicate agreement. It 
contained, among others, five provisions to be found in all 
syndicate agreements of this general character. There was, 
first, a statement of the purpose for which the syndicate was 
organized — in this case the acquisition of the $1,000,000 of the 
first mortgage bonds of the A. B. Electric Company. Sec- 
ondly, a statement of the price at which the bonds were to be 
acquired on syndicate account — in this case 80 per cent of par 
value, in addition to which the syndicate was to receive 
$1,000,000 par value of the common stock. Thirdly, a clear 
statement of the terms under which Smith and Company were 
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to manage the syndicate, their compensation and the condi- 
tions under which it should be paid — in this case 2 per cent 
for each bond sold on syndicate account, provided a price of 
85 per cent was obtained for the bonds. Fourthly, a state- 
ment of the conditions under which the securities acquired by 
the syndicate should be sold — in this case not less than 85 per 
cent if sold within 18 months; and if at the end of that time 
the bonds had not been entirely distributed, the manager agreed 
to secure the consent of all the underwriters before offering 
the bonds at a lower price. And lastly, a statement of the 
amount of subscription or "underwriting" assumed by each 
of the bankers. In this case the managers themselves partici- 
pated to the amount of $400,000 of the $1,000,000 of bonds, 
another banker to $100,000, and the other two to $250,000 
each, thus completing the entire amount. These five elements 
are to be found in every underwriting syndicate agreement in 
which the manager undertakes to superintend the marketing 
of the securities. In most instances also there are numerous 
other stipulations which are peculiar to the circumstances of 
the underwriting. The syndicate agreement may specify, 
among other things, whether or not the participations may be 
transferred, at what time and under what conditions payments 
are to be made by the participating members, whether or not 
the manager has the right to buy and sell all the syndicate 
securities or to hypothecate them, whether the syndicate itself 
or the manager shall bear the direct expenses of the sale if 
such are incurred, and a host of other details that might lead 
to dispute.^" 

The underwriting syndicate just referred to, like every 
other one, was formed for the purpose of distributing the 
financial responsibility and the risk of an undertaking. The 



^° There have, in the past, been numerous cases of litigation between the man- 
agers and the members of underwriting syndicates, although not so many as the num- 
ber of syndicates and the exhaustive and undefined powers conferred on the man- 
agers might lead one to expect. 
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bankers who stood back of the enterprise did not care to tie 
up $800,000 of their money or their credit in the bonds of a 
single enterprise. They therefore asked some of their asso- 
ciates to help them bear the burden of loss or reap the benefit 
of the profits, in other words, to share the risk. To accomplish 
this end, the bankers as a group bought the bonds of the com- 
pany at 80 per cent, a fair price considering that the enterprise 
had not shown its earning power. The syndicate members 
hoped to derive a profit from the resale of these same bonds 
at a higher price as soon as the earning capacity of the com- 
pany had been fully demonstrated. As a matter of fact, the 
syndicate actually sold the bonds fourteen months later, at 
88 J4, to a "bond house," or merchandise investment banker 
with many branch offices and a large selling organization de- 
signed to reach small investors. These last actually paid 94 
for the bonds some two months afterward." In addition to 



"Although it is not pertinent to a study of the underwriting syndicate to review 
the remainder of the financing of the enterprise, it may be of interest. The $4,000,000 
of common stock was distributed as follows: the promoter-engineer, $1,000,000; the 
bankers directly, $1,000,000; the bankers as bonus for the purchase of the preferred 
stock, $1,000,000; the underwriting syndicate, $1,000,000. The sale of $1,000,000 of 
the bonds to the syndicate gave the company $800,000 in money. The bankers them- 
selves. Smith and Company, bought the $437,500 of preferred stock and $1,000,000 
of the common stock for $350,000 in money. The proceeds of the sale of these 
securities gave the company $1,150,000 in money which enabled it to liquidate its 
entire floating debt of $1,128,000, leaving approximately $32,000 in the treasury. 
The earnings during the first year of operation amounted to $134,000 gross_ and 
$107,000 net. The bond interest required $50,000, leaving $57,000 as surplus available 
to pay $30,225 in preferred stock dividend. On the strength of this showing. Smith 
and Company were able to sell to their customers one share of preferred stock and 
one share of common stock for $100 in money. 

The gross profit of the bankers in the various transactions is instructive. It 
may be arranged in the form of a table. Interest debits and credits are not considered, 
but they balanced each other approximately, as the discount on the construction notes 
was carried to the construction account and is included in the net cost of the plant. 
The common stock had a market valuation of $16 a share when the preferred stock 
was sold, and it is included in the following computation at that value. It is to be 
noted that most of the profit remained to the bankers in the form of this common 
stock, the value of which was entirely dependent on the success of the company. 
Moreover, although it had an ostensible market value of $16 a share, the bankers 
could not have liquidated their holdings at this figure. 

Value of $1,000,000 common stock received at time of promotion at $16 

a share $160,000 

Compensations as managers of the bond underwriting syndicate, 2% 20,000 

Gross profit on underwriting syndicate participation of $400,000, 654% 26,000 

Value of common stock received from the syndicate account, $400,000, at 

$16 a share 64,000 

Gross profit on sale of preferred stock 87,500 

Value of common stock left over after giving customers one share of com- 
mon with each share of preferred, $562,500 par value, at $16 a share.... 90,000 

Total Gross Profit $447,5oo 
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the money profit the syndicate realized a considerable profit 
through the ultimate disposal of its common stock bonus. 

Not all syndicates of this type are successful, as the fol- 
lowing case shows. In 1902, prominent financial interests in 
New York promoted a consolidation of real estate building 
and owning companies, known as the United States Realty 
and Construction Company." The promoters having been 
impressed with the speculative enhancement of New York 
realty values wished to obtain a large fund of ready money 
which could be used in building construction and speculative 
ventures. Some of the best known and ablest financiers of the 
country were led to lend their financial and moral support to 
the enterprise.^^ Mainly through the efforts of James Still- 
man, of the National City Bank, a syndicate was organized to 
supply $1 1,000,000 in money to the new company. The syndi- 
cate received $11,000,000 in the preferred stock and $11,- 
000,000 in the common stock of the United States Realty and 
Construction Company in return for the money. Of the 
$11,000,000 subscribed by the members of the syndicate, 20 
per cent was immediately paid in money, 60 per cent was paid 
by their notes, and banks arranged to carry the remaining 20 
per cent in the form of a loan, the syndicate securities being 
used as collateral. So popular and, in the past, so profitable 
had the underwriting of new industrial promotions proved to 
be, that the right to subscribe to the syndicate was looked 
upon as a privilege. A financial journal of New York^* 

From this gross profit would be deducted the bankers* ejcpenses, which were con- 
Biderable. Furthermore, this was a successful enterprise. Had it proved unsuccess- 
ful, the bankers would have stood a chance of losing a part or all of their direct 
investment of $1,128,000, together with their time, efforts and most of all, their 
reputation. 

^^ For details of the promotion and subsequent history of the company see 
Dewing, A. S., Corporate Promotion and Reorganization, Chap. IX (1914). 

*** Of this particular, one of the New York newspapers commented: "Realty stock 
was set afloat with one of the most extraordinarily composite board of directors, in 
point of character, that was ever named even in those days when eminent bankers 
and vulgar gamblers grew used to sitting harmoniously side by side in the committee 
of new corporations." New York Evening Post, May 28, 1904. 

" 7S Chron. 294. 
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Stated that "nearly every important financial interest in this 
city" subscribed to the syndicate. The number included the 
Equitable and New York Life Insurance companies, the Na- 
tional City, and other prominent banks and trust companies. 
Messrs. Hallgarten and Company acted as managers, receiv- 
ing for their services 2 per cent of the total subscriptions, or 
$220,000. 

Just a year after its formation the syndicate was liqui- 
dated. During the period of its duration the managers had 
bought and sold both the preferred and common stocks of 
the United States Realty and Construction Company and had 
collected approximately $500,000 in dividends. As a result 
of these operations the subscribers to the syndicate received 
for each $1,000 of original subscription, $1,155 P^^ value in 
preferred stock, $702 par value in common stock, and $16.66 
in money. These securities had, on the day the syndicate 
was liquidated, a value, including the money, of $523.09 for 
each $1,000 original subscription,'^^ or approximately one- 
half what had been subscribed the year before. If the interest 
on the subscription should be deducted, the returns to the 
members of the syndicate were actually less than one-half 
the original subscription.^" 

An important distinction between the New York Central 
bond form of underwriting syndicate and that illustrated by 
the small, private hydro-electric development or the widely 
known stock syndicate of the United States Realty and Con- 
struction Company, lies in the amount of work and respon- 
sibility required of the manager. In the first case the man- 
ager merely arranged the syndicate, allotted the participations, 
and subsequently distributed the profits or assessed the losses. 
He had nothing to do with the selling, although it frequently 



" $36 a share for the preferred stock and $6.50 a. share for the common stock. 

^* For further discussion on the profits of public undefwritings of the securities 
of industrial promotions, see the closing paragraphs of the present chapter. 
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happens in such cases that the manager undertakes to support 
the corporation's securities on the stock exchange while the 
new issue is being subscribed by the stockholders. This serv- 
ice, however, must be looked upon as a protection for the 
syndicate rather than a service to the corporation. In the 
second type the manager has actual control over the sale of 
securities. The corporation takes no trouble to assure their 
sale and the participating subscribers leave the entire matter 
to the manager. Except in regard to certain provisions of the 
underwriting agreement governing price, the manager has 
absolute and untrammeled power to sell the securities as he 
deems best. Frequently, almost generally, the participants 
know nothing of what is being done until the manager has 
completed his negotiations covering the sale of the securities. 
At all events, they remain inactive until the syndicate is dis- 
solved either by the sale of its securities or their final distri- 
bution among the subscribers in case the manager cannot 
sell them. 

In another, a third, type of syndicate the entire work of 
selling is assumed by the participating subscribers themselves. 
This is the usual means of distributing small issues among 
investment banking houses, each one of whom is expected to 
exert itself in selling the securities among its own clients. 
And it is from membership in these "selling syndicates," as 
they are sometimes called, that the small investment bankers 
all over the country get the securities they offer their cus- 
tomers." In detail, this type is excellently illustrated by the 

^' The followmpT letter is a typical form of an "offer of participation" sent by 
the wholesaler, who acts as the syndicate manager, to small dealers all over the 
country : 



Confidential 

MONONGAHELA VaLLEY TkaCTION COMPANY 

General Mortgage 7% Five-Year Gold Bonds 

New York, August 30, 1918. 
Messrs. Hopkins, Eldridge & Company 

Philadelphia, Penn. 
Dear Sir; 

We and our associates are arranging the purchase* of $5,500,000 Monongahela 
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bond selling syndicate of the Western Light and Power Com- 
pany. This company was the result of a reorganization of 
the old Northern Colorado Power Company in which the 
Westinghouse interests had a considerable amount of money 
tied up. The reorganized company issued $2,100,000 first 
mortgage ten-year 5 per cent bonds on May i, 191 5. No at- 
tempt was made to sell these bonds until the late winter, when 
the banking house of William Morris Imbrie and Company 
arranged and became the managers of a selling syndicate or- 
ganized to distribute the bonds among investors. This syndi- 
cate agreement, reproduced in the form of a letter given on 
the next page, contains features unknown in syndicate under- 
writing until recently. One of the most important of these 
new features was the privilege extended to the participants to 
buy the bonds outright of the syndicate, and extinguish there- 
by their liability. 



Valley Traction Company General Mortgage 7% Five-Year Gold Bonds, dated July 
I, 1918, and due July i, 1923, and we are forming a. selling syndicate in which we 
shall participate, to take over these Bonds at 94 and accrued interest, when, as 
and if issued and received by us. It is expected that definitive bonds will be ready 
for delivery about September 12th. 

The list offering price of these Bonds, subject to change at our discretion without 
notice, shall be 97 and accrued interest. Syndicate members will be allowed a selling 
commission of iH% of their confirmed sales, out of which Selling commission they 
may allow J4 of i% to financial institutions and J^ of 1% to other dealers and banks 
with bona fide bond departments. You may begin offering bonds on Tuesday, Sep- 
tember 3, 1918. 

All sales shall be subject to confirmation by us and for syndicate account. 

Members shall share pro rata in the profits or losses, after allowing for syndi- 
cate expenses. The syndicate will expire at the close of business October 31, 1918, 
unless sooner terminated by us. We reserve the right to extend the syndicate an 
additional period or periods, such extension not to exceed in the aggregate ^o days. 

We shall have sole direction of the syndicate, with full powers, and will make 
no charge for our service in this connection, as the price above named includes a 
profit to us. We may, in our discretion, purchase and resell bonds for syndicate 
account in such amounts and at such prices as we may deem advisable, and should 
any bonds remain unsold upon the termination of the syndicate, we may sell such 
bonds upon such terms as we deem advisable, to any person or syndicate, and 
we may participate in any such purchase. 

We enclose herewith several preliminary circulars for your use and will provide 
promptly as many more as you may need, carrying your imprint, if you will advise us. 

We are pleased to offer you a participation of $50,000. This participation shall 
not be transferred or subdivided. 

Kindly advise us of the acceptance of your participation on the terms stated, by 
wire, and confirm by letter. We reserve the right to close the participation list at 
any time without notice. 

Yours very truly, 

The National City Company, 

By H. B. Baker, 
Vice-President. 
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William Morris Imbrie and Company 

6i Broadway- 
New York 

$2,100,000 

WESTERN LIGHT AND POWER COMPANY FIRST MORTGAGE FIVE PER CENT TEN- 
YEAR GOLD BONDS SYNDICATE 

Gentlemen : 

We confirm your participation of bonds in the above 

syndicate at the price of 87 and interest. This syndicate will expire 
December 28, 191 5, unless sooner terminated by ourselves as Syndi- 
cate Managers, all the bonds having been sold. The Syndicate Man- 
agers reserve the right to extend the syndicate for sixty (60) days. 

The offering price of the bonds will be 92^^ and interest. Syndi- 
cate members will be allowed 2J/2 per cent commission on sales made 
for syndicate account. A commission of i per cent may be allowed 
to investment dealers or banks with bona fide bond departments, this 
commission to be a part of the 2J/2 per cent commission allowed to 
participants. We reserve the right, however, to sell large blocks at a 
very large concession from this figure, and would be glad to have 
you advise us if you have anyone interested in such blocks. Partici- 
pants shall be responsible for their numbers during the life of the 
syndicate, and the Syndicate Managers reserve the right to make a 
market on the bid side of 91^^ per cent during the life of the syndi- 
cate. 

Each syndicate member as he sells bonds for the account of the 
syndicate reduces his syndicate liability to that extent. In other 
words, a participant will not be called upon to take up at the termina- 
tion of the syndicate unsold bonds to an extent greater than the differ- 
ence between the amount of his participation and the bonds sold by 
him. Arrangements have been made for the carrying of these bonds 
during the life of the syndicate. 

Definitive bonds are now ready for delivery. As soon as proof 
circulars are received, a quantity of same will be forwarded to you. 
Kindly advise us how many circulars you will need with your im- 
print thereon, and forward us your imprint showing the way you 
desire them printed. 

General circularization will take place on or about Monday night, 
November 29, and the bonds will be offered publicly by advertisement 
on or about Wednesday, December 8. These dates are subject to 
change, and you will be advised definitely later with reference to 
them. 

Syndicate expenses will be ratably shared by the participants, but 
in no event will they exceed a quarter of I per cent of the par value 
of the bonds syndicated. 

If you care to withdraw your participation, you are at liberty to do 
so at 87^, which is the syndicate price plus J4 P^f cent for syndicate 
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commissions. It is understood, however, that in case of withdrawal 
you will still keep to all of the selling terms of the syndicate, the 
same as though your bonds were being carried for syndicate accounts. 
Kindly confirm your acceptance of the above participation, and 
advise us how many, if any, of these bonds you wish to take up at the 
present time. 

Yours very truly, 

From this statement certain pertinent facts are to be 
gleaned.^^ In the first place, the emphasis is laid especially on 
the efforts which the participants will employ in order to sell 
the bonds to their chents. To stimulate this, the manager 

^^ Offer of participation in this syndicate was made by the following letter: 

November ^8, 1915. 
Messrs. Brown, Green and Company, 

New Orleans, Louisiana. 
Dear Sirs: 

As discussed with your Mr. Green over the telephone this morningr, we are form- 
ing a syndicate on Western Light & Power First Mortgage 5% Bonds of 1925, and 
enclose herewith a confidential syndicate memorandum, together with a copy of the 
syndicate agreement concerning this issue. We offer you a participation of $250,000 
of this issue according to the terms set forth in the agreement enclosed herewith, 
and we might consider giving you the exclusive southern territory, excepting Messrs. 
Jones, Seagraves and Company, who are already in the business with us. For an 
amount of participation less than the one mentioned, we would not care to give you 
the exclusive right to offer this issue in that section. 

We wish to suggest in connection with the terms mentioned in the Syndicate 
Agreement, that in some cases we have allowed participants to withdraw their total 
allotment immediately upon the payment of 87 K and interest for the bonds, thus be- 
ing able to immediately realize their entire profit. Wc have added in these cases to 
the price of 87 mentioned in the Agreement ^ of 1%, as being a fair amount for 
syndicate expenses. We merely mention this in passing, since, if you are interested 
in this business, it is an item you will undoubtedly care to know about. 

You will find, after reading the memorandum which we are sending you, that we 
are offering you a participation in some business in a first mortgage bond issue with 
only gH years to run, which will be retailed to the public at 92}/^, or a 6.05% basis, 
a bond which is a mortgage on a property earning twice the interest requirements, 
and operated by the Electric Properties Company. 

Westinghouse, Church, Kerr and Company, well-known engineers, have made an 
exhaustive report on this property for us, the hooks and accounts have been audited 
by Messrs. Pr'ce, Waterhouse and Company, and the legality of the issue has been 
passed upon by Messrs. Cravath and Henderson. 

We feel that a first mortgage bond earning over twice its interest charges, which 
can be offered to the public on better than a 6% basis, with a profit of sj4 points 
to the selling syndicate, is particularly attractive business from all standpoints, and 
we shall be glad to have you come along with us. The business is new, the bonds 
never having been offered, and we are beginning 19 form our syndicate. 

We have purposely offered our syndicate participations in this business in the 
west before approaching our New York friends, since this is a western issue, and we 
are pleased to report that we have confirmed participations in Chicago to the Bond 
Department of one of the largest National Banks, two of the better class of local 
bond houses, and, in addition, two of the large Trust Companies are actively nego- 
tiating and will undoubtedly; come in. We have in Colorado three of the best dealers, 
and we are today negotiating with prominent dealers in Cleveland, St. Louis, and 
Milwaukee. 

We therefore anticipate that this issue of_ bonds will move rapidly, and request 

that if it is of interest to you, you communicate with our Mr. over the 

telephone and advise us as to what interest you may have in the matter at your early 
Convenience. 

We are, dear sirs, 

Yours vcrv truly. 
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allows each subscriber a special "selling commission" of 2 5^ 
per cent, which represents nearly half the margin between the 
syndicate's price of 87 and the public's price of 92 J^. The 
manager estimated that the direct expenses of the syndicate 
would amount to one-fourth of one per cent, so that one may 
infer that practically one-half of the margin between the 
buying and the selling price represented pure insurance and the 
other half compensation for the services of selling. An ex- 
plicit admission of the latter element was unknown in the 
syndicates of the types already cited. For this reason, the 
illustration now given represents, in a typical fashion, what 
may be called a selling syndicate. It is to be regarded as a 
transition form between the true insurance functions of syndi- 
cate underwriting and the ordinary selling function assumed 
by the retail banker.^^ This latter is discussed more fully in 
the succeeding chapter. 

The emphasis, in this agreement, on the selling function of 
the bankers who participated, rather than upon its insurance 
feature, is further emphasized by the other two points not 
found in the syndicate agreements previously illustrated. It 
will be observed, in the first place, that any participant is 
allowed to withdraw — that is, buy outright — his total sub- 
scription at the price of 87 14. or the syndicate price including 
its expenses. If the participant elects to exercise this privi- 
lege he will be relieved of all further syndicate responsibility. 
He will have merely bought the bonds outright in the same 
manner that he might have bought bonds of any wholesale 
dealer and his position cannot be deemed that of an under- 
writer. This privilege of withdrawal or outright purchase 
has been attached to many syndicate agreements of late, espe- 
cially those in which banks, trust companies, and large in- 

" There are, as well, many syndicates which are, in form, intermediate between 
the older type of strict "insurance" syndicate and this type of the modern selling 
syndicate. In such cases a very small selling commission — perhaps ^ of i per cent — 
is allowed, and bankers are encouraged to secure orders for the syndicate account. 
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vestors are allowed participation.^" The second feature which 
is characteristic of syndicates organized primarily for selling, 
rather than insurance, is the clause of the agreement which 
specifies that the underwriters are not responsible, at the liqui- 
dation or the expiration of the syndicate, for more than the 
difference between the participation and their individual sales. 
In other words, the subscribers will never be required to sell 
or otherwise assume more than the amount of their participa- 
tion. This clause is inserted for the reason that many small 
banking houses, particularly those with limited capital, and a 
restricted banking credit are unwilling to participate in an 
underwriting in which they may be required to assume at the 
expiration of the syndicate an unknown volume of unsold 
securities. They will participate only if allowed to limit their 
total responsibility to the amount of their subscription.''^ 

In spite of the difference in actual detail, all these cases 
show clearly that the assumption of the risks incident to the 
sale of securities is the fundamental aftd essential character- 
istic of all underwriting syndicates. It is their social and eco- 
nomic service as well. Participated in, for the most part, by 
banking houses controlled bv men conversant with financial 
values, who gauge more accurately than the public the worth 
of new enterprises, there is less likelihood of industrial failure 
and waste of public funds than if it were attempted to dis- 
tribute the securities directly to the public. 



^ For example, in the great selling syndicate organized in the summer o£ 1915, 
for distributing $500,000,000 Anglo-French bonds, the public were allowed to partici- 
pate in the underwriting and to withdraw their bonds at the underwriting price. 
Such withdrawal canceled the underwriting responsibility, so that it amounted to 
little less than the direct sale to the public at a lower price than that subsequently 
asked. 

^ Instances in which participants are taken into syndicates without being re- 
quired to assume at least some risk, the participants being allowed the full syndicate 
profit as a mere selling commission, were practically unknown until recently. They 
do occur, however. In December, 1917, after the Second Liberty Bond offering, when 
wholesale banking houses were experiencing extreme difficulty in selling bond issues 
or organizing selling syndicates after the usual plan, smaller bankers were offered 
"participations" on the distinct understanding that they would be required to take 
up bonds only to the amount of their sales. This offer was made by very strong 
banking houses on excellent underwritings, such was the extreme lethargy of the 
investment market 
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Incidental to the assumption of risk is the task of supply- 
ing money with which to carry the securities until such time 
as it is expedient to sell them. Generally, except when the 
syndicate acts for large corporations as an insurance medium 
only, its manager must pay for the securities before they can 
be marketed, either wholly or in part. A considerable sum of 
money is usually tied up. Sometimes the corporation selling 
them will lend its credit, sometimes the manager will use his 
own credit, but much more frequently the manager seeks to 
negotiate loans with a trust company which expects a '*com- 
mission," or an abnormally high rate of interest — whichever 
way the transaction is regarded — for its help. These are 
known as syndicate loans.^^ Seldom is the trust company will- 
ing to advance the entire amount required by the syndicate to 
complete its purchase of securities, but through the aid of 
these loans it is frequently possible for the manager to avoid 
tying up his own funds or those of the participants to the 
extent of more than a quarter of the total money involved. 

^ A good illustration in connection with early industrial promotions, easily ac- 
cessible to students of the subject, is the loan of the Industrial Trust Company of 
Providence, Rhode Island, on the syndicate account of the United States Bobbin 
and Shuttle Company, which provides, among other things: 

"That, whereas the Trust Company, at the request of the underwriters, and in 
part consideration of the execution and delivery of these presents and of the coun- 
terparts hereof, is about to advance to the underwriters, or their nominee, the sum 
of $500,000 upon the terms and conditions hereinafter set forth and upon security 
of the collateral hereinafter mentioned and of the undertakings of the several under- 
writers hereinafter contained. 

"Now, therefore, the parties hereof, in consideration of the premises, and each 
in consideration of the agreements of the other herein contained, do hereby and sev- 
erally agree in manner following, to wit : 

"First. The Trust Company will from time to time, on demand, on and after the 
first day of August, A. D. 1899, and in amounts as requested, pay said sum of 
$500^000 to Charles R. Flint, of the city, county and state of New York, or his 
nominee; provided, however, that before the Trust Company shall be required to 
make any such payment there shall have been deposited with the Trust Company 
the sum of $250,000 in cash, to be applied as a part of said sum of $500,000; and 
provided, also, that there shall have been paid to the Trust Company the commis- 
sion and compensation hereinafter mentioned and the expenses incidental to the 
preparation and execution of this agreement, including fees oT counsel. 

"Second. The Trust Company shall receive interest upon said loan of $500,000 
from the first day of August, A. D. 1899, at the rate of 6 per cent per annum, pay- 
able semi-annually, and shall receive when and as provided in paragraph first hereof, 
as a commission and as compensation for its services hereunder, a sum equal to 3 
per cent upon said sum of $500,000." 

Article fifth of the agreement provided that the collateral for the above loan 
should be $300,000 par value of the 6 per cent first mortgage bonds, $200,000 par value 
of the 7 per cent preferred stock and $350,000 par value of the common stock of 
the "to be organized" United States Lobhin and Shuttle Company. 13 XJ. S. Ind. 
Com. Rep. 63 (igor). 
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Probably the greatest service to industry that the under- 
writing syndicate performs comes at the time of the financial 
distress of a corporation, or at the time following its reor- 
ganization. At such crises, large amounts of capital are re- 
quired in order to enable the corporation to avoid threatened 
bankruptcy, and the public investor, whose opinion of the 
credit of a corporation is largely determined by hearsay, is 
reluctant to contribute capital when the little that he knows 
of the corporation is not to its advantage. The assets of a 
corporation may be liberally sufficient to protect the new se- 
curities to be issued and yet these securities be unsalable. The 
financial world has a vivid, albeit somewhat short, memory. 
Yet if succor is not immediately forthcoming a corporation 
in distress would surely fail. At such times a banking house 
will carry on a thorough investigation, and finally underwrite 
the new securities, and the willingness of the banking house 
to lend its good name to the corporation will do much to re- 
deem its credit.^^ Especially important is this aid at the time 
of the reorganization of a large corporation, known generally 
to have failed because of inherent weakness. ^^ 



23 Innumerable examples exist which illustrate the principle that only through 
the financial help and implied backing of an underwriting syndicate has it been pos- 
sible for an embarrassed corporation, suffering from poor credit, to avoid bankruptcy. 
In 1899, the American Malting Company, for example — through an unfortunate 
policy on the part of its directors in paying out unearned dividends and tying 
up its fixed capital in unproductive assets — was threatened with failure. So im- 
minent was the crisis that the directors passed a resolution that ' 'notes amounting 
to several hundred thousand dollars were being pressed for payment^ and unless 
provided for, would go to protest.'* The misfortunes of the American Malting 
Company were widely heralded, and the market price of its preferred and common 
stocks depreciated to low levels on the New York Stock Exchange. At such a time 
no investor would think seriously of buying its securities, and yet at such a time 
the American Malting Company had imperative need of new capital. In the crisis 
J. P. Morgan and Company underwrote $4,000,000 of new first mortgage bonds for 
a commission of 5 per cent, or $200,000. Most of these bonds were bought in by 
the directors, relatively few by the small stockholders, and practically none by the 
public. With this aid, however, the company was able to thoroughly rehabilitate 
its credit. For further details of the American Malting. Company's history, see 
Dewing, A. S., Corporate Promotions and Reorganizations, Chap. XI (1914). 

"Underwriting syndicates at the time of the reorganization of great railway 
systems are particularly necessary. At the time the old Union Pacific Railway 
passed into the hands of receivers in 1893. the road owed $52,000,000 to the Govern- 
ment, and was in such a dilapidated condition that little or no revenue could be ex- 
pected from it until entirely rebuilt. The public investors in New England, where 
the railroad had been previously controlled, who had invested heavily in the undertak- 
ing through the advice of Charles Francis Adams, were in no mood to invest more, 
regarding it as foolish to send good money after bad. In the emergency a New 
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The people who become subscribers to underwriting syndi- 
cates will vary according to circumstances. In the United 
States, public investors are not ordinarily invited by the man- 
ager of a syndicate to become participants. There is the feel- 
ing among bankers that investors should be required to pay 
the full retail price for their securities, as they would for 
any other commodity. There is also the danger that a list of 
syndicate subscribers made up of public investors might 
not be as reliable as a list made up of bankers engaged 
in business. There would be greater danger of the private 
individual "backing down" if it developed that the syn- 
dicate would suffer a loss.^° Bankers know that this 
would jeopardize but Uttle the credit of the private party; 
it would, however, involve investment bankers, sooner or 
later, in business suicide. Knowing this, bankers show a 
disinclination to accept subscriptions from individuals, where- 
as they will accept them from other bankers, even though of 
less financial strength.^' In England, however, and on the 
Continent, it is customary for individuals to take small shares 
in underwriting syndicates. The practice is increasing in 
extent in this country, but the individual underwriters in any 
syndicate remain few compared with the bankers, banks, and 
insurance companies.^^ During the period of the promotion 

York firm of bankers formed a syndicate which supplied the road with $15,000,000 
and undertook the entire rehahilitation of the system. For further discussion of 
underwriting syndicates at time of reorganization, see Volume V, Chapter V; also 
summary in Daggett, S., Railroad Reorganization, 345 (1908). 

25 In case a participant does not meet his subscription he may be sued by the 
manager for breach of contract, but this is an unpleasant task, and is seldom re- 
sorted to. In actual practice the man who refuses to live up to his underwriting 
contract is usually not pressed, but is invariably refused subsequent opportunities to 
participate in other syndicates. 

^ A good example of the difficulty of enforcing underwriting contracts in the 
case of private individuals is found in the unfortunate French underwriting to the 
United States Shipbuilding Syndicate. In that case upwards of one-half of the 
underwriting for $9,000,000 of the bonds of the enterprise was taken by private indi- 
viduals in France. The bonds were offered to the American public, who declined their 
purchase. The company had therefore merely its underwriters to depend upon, but 
the men in France refused to live up to their contract, whereas the bankers and 
banking houses in this country responded almost univeirsally. 

" The underwriting of the great Anglo-French loan* of $500,000,000 was an excep- 
tion. For in this case, practically every private investor in the United States was 
allowed an opportunity to participate in the syndicate and every investor of importance 



UNDERWRITING SYNDICATES 125 

of industrial combinations it was common for the large life 
insurance companies to become members of syndicates.^^ The 
practice was and is unquestionably bad, because the "reserves" 
are held for investment and not speculation. It is a relatively 
common thing for trust companies to become participants in 
underwriting syndicates, their purpose being either to acquire 
the bonds at less than the market price, or else to derive a 
profit through the resale to the public. While such a practice 
is not in accord with standards of conservative banking, it is 
less objectionable than in the case of life insurance companies. 
Certain New England trustees representing large interests also 
have taken upon themselves the practice of participating in 
syndicates, but this has been due more to their desire to obtain 
bonds at as cheap prices as possible than to a hope of obtain- 
ing an underwriting profit. 

The profit derived by bankers through syndicate under- 
writing is difficult to determine, as their compensation or 
commission is almost entirely in the form of a premium on 
the risk they assume.^^ Their profits through successful 
syndicates are often almost, if not entirely, canceled by losses 

was directly solicited by the managers or the managers* agents acting as managers of 
subsyndicates. And, moreover, the private investor, no matter how small his sub- 
scription, was allowed exactly the same terms as the largest banker — 96 per cent 
with guaranteed syndicate expenses not to exceed ^ per cent. The bonds were sub- 
sequently sold on syndicate account by the large participating bankers for 98. In 
this instance the subscriptions by the small private investors were much fewer than 
would have been expected from the publicity attached to the issue and from the 
widely advertised strength of the bonds. Many investors, who neglected their op- 
portunity to underwrite the bonds at 96 plus ^, subsequently bought them of the 
syndicate at 98. Although the bond market had subsequently improved, it is prob- 
able that ignorance of underwriting methods deterred the great majority of investors 
from participating in the syndicate. 

^ Further details on this phase of_ the subject can be gleaned from the Hughes 
Investigation Into Insurance Companies. The Equitable Life Assurance Society 
appears to have been particularly prone to indulge in this vicious practice. 

2»_A thoroughly typical illustration of the profits involved and the distribut'on of 
the risk is shown by the large syndicate underwriting of the bonds of the Inter- 
borough Rapid Transit Company. When the matter was under discussion, "J. P. 
Morg-an & Co. issued a statement setting forth the facts, (a) that the firm and 
its immediate associates agree to buy $170,000,000 bonds from the Interborough 
Rapid Transit Company at 935^; (b) that a large international syndicate has 
been formed to buy the bonds from the firm and associates at 96; (c) that the 
profit of J. P. Morgan & Co. and associates for taking the initial risk is 2^ per 
cent, namely, the difference between 93?^ and 96; (d) that the firm itself Is a 
member of the international syndicate, and (e) that the syndicate will have to get 
its profit by selling the bonds for more than 96.'* New York Times Annalist, Feb. 3, 
1913. The bonds were sold by the syndicate to the public for g8}^. 
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from unsuccessful underwritings. During the first few years 
of the period of industrial combination, from 1897 until about 
1901, the majority of the large underwritings of these com- 
binations were highly profitable. Bankers, private financiers, 
insurance companies, and trust companies were eager for 
allotments. Every experience indicated that the syndicate 
operations were universally profitable, because the securities 
found a ready market among an investing public which had 
not yet sustained losses in these industrial promotions.^^ But 
beginning in the early part of 1902, and for the next year or 

^ For extended discussion of profits of these early promotion underwriting syndi- 
cates, see Dewing, A. S., Corporate Promotions and Reorganizations, Chap. XX (1914). 

Quite frequently, especially if the promotion occurs at a time when the business 
becomes immediately very profitable, the indirect profits of common stock bonuses, 
special sales, and options are very large. This is well illustrated by the rehabilitation* 
during the Great War, of an old-established, but somewhat decadent, packing house. 
The Sulzberger Company had outstanding in the early part of igi6, $8,100,000 of 
debenture bonds, which matured June i, 1916. The money market was unfavorable 
making the refunding of these notes difficult, the company needed more money to 
carry on its business owing to the increased cost of raw materials, and, besides, the 
company had lacked aggressive management. A group of New York banking houses 
agreed in March, 1916, to assume responsibility for the company and supply these 
defects, provided the group was allowed a syndicate profit on the refinancing and a 
substantial interest in the new company at a bargain price. 

The original contract was undertaken by the Guaranty Trust Company, William 
Salomon and Company, Hallgarten and Company, Kuhn, Loeb and Company and 
Chase National Bank. These banking houses agreed to buy $12,500,000 bonds at 90 
and $j, 500, 000 at 95. The Sulzbergers who owned the entire $20,000,000 common 
stock were to sell to the bankers voting trust certificates representing common stock 
of $10,775,000 par value for $601,500, or $5.58 per share. Thomas E. Wilson, former 
president of Morris and Company, was to receive in part consideration for under- 
taking the management of the company $1,500,000 voting trust certificates and an 
option to buy $3,500,000 more at $10 a share within five years. Of the $1,500,000 
stock to go to Thomas E. Wilson, one-half was to be contributed by the Sulzbergers 
and nne-half by the hankers; of the option stock, $475,000 was to be contributed by 
the Sulzbergers. 

In a nutshell, therefore, the contract provided as follows: 
Bankers buy: 

$12,500,000 bonds at 90% $11,250,000 

$2,500,000 bonds at 95% 2,375,000 

$10,775,000 common stock at 5.58% 601,500 

Total money obligations of bankers , . , $14,226^500 

The immediate common stock distribution was as follows: 
Bankers give up $750,000 to Thomas E. Wilson. 
Sulzbergers give up $750,000 to Thomas E. Wilson. 

Bankers agree to sell $3,025,000 to Thomas E, Wilson at $10 a share. 
Sulzbergers agree to sell $475,000 to Thomas E. Wilson at $10 a share. 
The business was then renamed Wilson and Company. The bankers then formed 
a selling syndicate which purchased the bonds of themselves — $12,500,000 at 95 and 
$2,500,000 at 96. 

We may now form some estimate of the profits realized by the various parties 
in this somewhat complicated transaction. Let us consider first the direct bankers' 
gross profit made by the New York group of bankers. Allowing for the concession 
of a $3,000,000 interest in the bonds to Chicago bankers, the profits to the New York 
group from the bond transaction were $545,000, or $109,000 for each participant. The 
bonds were offered to the public at 100. 

The indirect profits on the common stock are more difficult to compute. 
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two, almost all underwritings of this character involved the 
participants in losses.^^ These two periods, the earlier period 
of great profit in the underwriting of industrial securities and 
the later period of equally pronounced losses, are both some- 
what unusual. Under general circumstances, syndicates are 
able to carry their risks at a slight profit, but it should be 
remembered that, under ordinary circumstances, extraordi- 
nary profits in one case are counterbalanced by marked losses 
in other cases.^^ Syndicate underwriting is thus a branch of 
the insurance business, and may be conducted with profit and 
wisdom only by persons of wide experience in this particular 
kind of risk. The tendency, therefore, for private investors 
to become underwriters is to be discouraged. They have 

While the New York group of bankers started with 107,750 shares of the com- 
mon stock, after the various obligations of the contract had been carried out and an 
interest given to the Illinois Trust Company of Chicago, the syndicate had left 63,017 
shares, representing a cost to them of approximately $230,000. This is computed as 
follows : 

Bought $10,775,000 common for $601,300 

Give up $750,000 to Wilson, leaving $10,025,000 

Sell $1,000,000 to Illinois Trust Company for $100,000, leaving $9,025,- 

000 and reducing cost to . , $501,500 

Sell $3,025,000 to Wilson at $10 (less $301,700 contributed by Illinois 
Trust) equals $2,723,300 at $10, leaving $6,301,700 stock on hand 

and reducing cost to $229,170 

The first offering of the common stock to the public was made about November 
I, 1 916, through Eugene Meyer, Jr. and Company. This firm purchased from the 
Sulzberger family 41,000 shares at $50 per share. It also purchased from the New 
York banking group 20,000 shares at $50.75 per share and 7,000 shares from Thomas 
E. Wilson at $54 a share. 

After their sale to Eugene Meyer and Company the New York bankers had a 
money profit in their stock of $785,830 ($1,01 5,000 received from the Meyer firm, 
less $229,170, the net cost of all the stock) and 43,017 shares. At the time of the 
Meyer sale these shares were worth at least $50 a share, or $2,150,850. January i, 
1919, the stock was quoted on the New York Stock Exchange at $73 a share. 

With the proceeds from the sale of 7,000 to the Meyer firm Thomas E, Wilson 
paid for the 35,000 shares he held under option at $10 a share from the bankers and 
the Sulzbergers. This left him 43,000 shares which cost him nothing, but which had, 
at the time of the Meyer transaction a value of at least $2,150,000 and which were 
appraised by the New York Stock Exchange on January x, igig, at $3,140,000. 

^ This was true in several of the cases cited in the text. The original United 
States Shipbuilding Syndicate and the subsequent Sheldon Syndicate, formed to 
take over the French underwriting, were finally closed with heavy losses to the 
subscribers. This was in 1902 and 1903. In the same year the United States 
Realty and Construction Company Syndicate was formed, which was closed the fol- 
lowing year at a loss of over $5,000,000. 

^ During the first two and a half years of the European war large blocks of 
foreign securities were underwritten and sold in this country. The underwriting 
losses were in many cases very large. Practically every underwriting of Russian 
bonds proved a loss. At one time a New York banking house was managing a 
syndicate of Pennsylvania Railroad bonds, and United States Rubber Company 
bonds. The former proved very profitable and the latter very unprofitable to the sub- 
scribers, although the banking house assured itself of a very large, perhaps excessive, 
profit in both cases. 
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neither the opportunity for the distribution of their risks over 
a large number of enterprises, nor have they the experience, 
wisdom, or knowledge of large business undertakings to lead 
them to make an intelligent selection of their risks. Further- 
more, as enterprises are financed at the present time, it too 
generally happens that the private investors are offered par- 
ticipations in underwritings only after the bankers have re- 
fused to make any subscriptions. The chances, therefore, that 
the small private investor will derive a profit from under- 
writing are comparatively small, and the chances that he will 
suffer a loss comparatively great. The dice, as it were, are 
loaded against him. 



CHAPTER VIII 

MARKETING OF INVESTMENT SECURITIES" 

Kinds of investment banking houses, 129 ; The wholesale invest- 
ment banker, 129; The typical large distributing house, 131; The 
small dealer, 137; The procedure of selling, 138; The various services 
rendered by the bond house, 140; The fallacy of direct selling, 146; 
The profits of security selling, 148. 

The underwriting of stocks, notes, and bonds is merely an 
intermediate step between their issue by the corporation and 
their sale to the public. As already suggested, the syndicate 
is an instrument of the bankers for distributing the risk in- 
cident to the sale. And it is not a necessary incident, for 
many securities are sold which have not been underwritten. 
It is a means to an end, and the end is the final absorption by 
the investing public. 

Investment securities of standing are sold through the in- 
vestment banker. Speculative securities or those of little or 
doubtful value may be sold directly by the issuing corpora- 
tion or distributed by irresponsible promoters or fiscal agents 
with the help of extravagant advertising matter. The dis- 
cussion in this chapter is concerned only with investment 
securities of real value distributed by reputable investment 
bankers. Investment bankers are of three types : the whole- 
salers, the large retail distributing houses (embodying both 
wholesale and retail functions), and the small local retail 
bond houses possessing a close but narrow circle of customers. 

The wholesale banking house purchases directly entire 



'As in the former chapter, the observations here apply equally, with the requisite 
modifications, to the marketing o£ securities of old-established and new companies. 

129 
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issues of securities from corporations with which it is affili- 
ated. Such wholesale investment bankers are represented by 
the large international banking houses on the one hand, and by 
special distributing corporations acting as the fiscal agent for 
a particular group of companies on the other. An illustration 
of the latter is the Electric Bond and Share Company, which 
stands in the position of a wholesaling house for the elec- 
tric operating companies controlled by or allied with the 
General Electric Company.^ When one of these companies 
requires money for extensions, it sells its securities directly to 
the Electric Bond and Share Company, which then negotiates 
the sale to other distributing houses or small retailers.' The 
wholesaling house ordinarily deals alipost exclusively with 
investment dealers and it is successful within limits in fixing 
the prices at which its securities are resold to the public. 

One of the chief services of the wholesale banking house 
is in connection with superintending the preliminary work 
incidental to the issue of all securities. If the issue is part 
of a new promotion, the wholesaler frequently performs all 
the services described in Chapter II of this book in connec- 
tion with the elaborate investigations and the working out 
of a financial plan. More often, however, the typical whole- 
sale house buys issues of already existing companies; but in 
such cases all the facts reported by the corporation's attorneys 
and accountants must be checked and verified. Very often the 
wholesale banker works out the details of a new mortgage 
securing an issue of bonds he proposes to buy or assures him- 
self of the conditions protecting a new issue of stock. 



» See Volume IV, Chapter VI. 

' The policy of this company seems to be to contract for the sale of bonds, both 
those first issued and those to be issued later, with either a syndicate of distributing 
houses or else one large organization. To use the usual expression, "It has tied 
up with John Jones and Company on the bonds." With preferred stocks, the Electric 
Bond and Share Company has followed the practice of widely distributing or "ped- 
dling" the shares in small lots. This same policy followed in large measure by other 
wholesale houses together with the fact that preferred stocks give the dealer a larger 
profit, accounts for the predominance of preferred stocks over bonds in the lists of 
the small local retailing dealers. 
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Besides selling blocks of securities directly to other dis- 
tributing houses, these wholesale houses arrange stock and 
bond syndicates, and superintend the distribution of these 
securities by means of general advertising and co-operation 
among the members of the syndicate. Strictly speaking, there 
are not more than half a dozen regular wholesale houses in 
the country and the importance of their services in the general 
scheme of the distribution of securities may be easily exag- 
gerated. The wholesaler pretends to do a business based on 
large volume and small profit, although the observation of 
the writer is that the profit of the wholesaling house is usu- 
ally underestimated,* just as that of the retailer is overesti- 
mated. 

Typical of current financial methods and certainly the 
most important cog in the present machinery for the distribu- 
tion of securities is the large distributing house." The inter- 
nal organization of these large bond houses is not always the 
same, but there is usually a central home office with branches 
in the chief cities. These branches may be separate partner- 
ships or even separate corporations.^ The concern has two 
separate and highly organized departments: that of buying 
securities and that of selling them. These departments are 
distinct. 

The buying department is usually controlled by one man, 
or by a small group of men, who, more than any others in the 
organization, determine the policy of the firm. The judgment 
of these men in any given case is final, The buying depart- 



* Considering that these houses do nothing but turn over the securities in lar^e 
blocks, their profit is altogether out of proportion to their eilort. Especially is this 
true — and this is of great importance — -when it is remembered that they assume ab- 
solutely no responsibility for the securities after they have left their bands. 

' The best short account of the American bond distributing house is that of 
Chamberlain, L., The Work of the Bond House. 

° Investors have more confidence in a bond house that is not incorporated. The 
reason for incorporation is invariably, whether admitted or not, to avoid the financial 
risks and responsibilities incident to the partnership form. 
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ment ordinarily keeps in close touch with conditions all over 
the country in the industry with which it is most familiasT. 
Thus, if the organization specializes in public utility bonds, its 
buying department will probably have traveling men whose 
business it is to range over the country in search of suitable 
opportunities for the purchase of new securities. In the home 
office there is elaborate statistical information and possibly a 
trained corps of statisticians to tabulate and to digest system- 
atically the earnings of public utility companies all over the 
country. When a particular proposition has been brought to 
the banking house by promoters or wholesale bankers or has 
been suggested by the field men or the research department 
of the organization — "dug up" as the phrase is — the head of 
the buying department will pass a rough judgment upon it. 
If it is outside the scope of the organization, or unsuited to 
the clientele of the bond house, or if it shows some glaring 
defect not observed in the preliminary examination, he will 
probably discard the proposition without further investiga- 
tion.'' If the men in control of the buying detect no glaring 
defect, they will first employ engineers to report on the phys- 
ical and economic value of the property * owned by the com- 
pany. At the same time they will employ accountants to check 

'Chamberlain gives four steps in the elimination of issues by a bond house: 
6rst, "to discard the propositions of companies that conduct a kind of business un- 
familiar to the bankers": second, "to discard loans that have not a claim on property 
worth, under the most unfavorable conditions, more than the amount of the obliga. 
tion secured"; thirdly, *'to discard those propositions which do not give reasonable 
assurance of earning at all times at least 50 per cent more than all fixed charges, 
after making extremely liberal estimates for depreciation and future increased op- 
crating expenses": fourthly, "to decline Joans to companies conducted by men or 
with methods that do not meet with approval." Chamberlain, L., The Work of the 
Bond House, 16. 

Unfortunately the lure of the "long profit," or the implied obligation to enter 
syndicates because of "connections," makes most bond houses far less fastidious than 
these sanctions would imply. As Mr. Chamberlain would probably be forced to 
admit, there is a conspicuous difference between what bond houses ought to do and 
what bond houses actually do. 

* There is a growing reluctance on the part of the buying department of bank- 
ing houses to rely on what might be called a mere engineer report covering the form, 
the quality, and the value of physical property, Reports which value every nut and 
bolt from the engineering point of view are often very deficient in a proper esti- 
mation of such property as parts of a going business equipment, and structures which 
may have cost a hundred thousand dollars may be worth a great deal more for thtt 
purpose of the business or a great deal less. 



MARKETING OF INVESTMENT SECURITIES 133 

the figures of the company's own auditors. Meanwhile they 
will have arranged some provisional basis on which the bonds 
of the company may be acquired. This may be a definite 
price or a provisional price subject to the auditors' report on 
the one hand and the changes in the condition of the money 
market on the other. If all these preliminary investigations 
and negotiations are satisfactory, the bankers will employ their 
lawyers to examine the old agreements, franchises, and the 
like, and to prepare the legal papers covering the entire trans- 
action. These lawyers will probably draw up the mortgage 
under which the bonds are issued and insert a number of spe- 
cial restrictions and conditions, the purpose of which is spe- 
cifically to fortify the position of the bondholders more than 
any mortgage drawn up by the company's attorneys would be 
likely to do.* 

When all the details of a purchase of bonds or stock are 
arranged, the buying department passes the entire matter over 
to the selling department. This is the larger department of 
the business and the one with which the public comes most in 
contact. The entire selling organization is under immediate 
charge of a general sales manager who controls the selling or- 
ganization as well as all the branch offices. While the sales 
manager may now and then conduct a general newspaper 
advertising campaign, his chief reliance is upon the representa- 
tives of the house who personally visit the investors. The 
retail selling of securities rests more on the personal solicita- 
tion of salesmen than does the retail distribution of any other 
form of property. A retail banking house is an organization 
of men. In addition to the home office salesmen who travel 
over the territory immediately adjacent, representatives of 
the bond house range over all the important bond-buying dis- 



» For more detailed discussion of the activities of the buying department of a 
distributing bond or stock house, sec treatment of analogous functions of investment 
bankers in general (Chapter II). 
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tricts. These men have their headquarters, consisting pos- 
sibly of a little office or a hotel room, in the largest city of the 
district which they cover. They are given exclusive privileges 
in their localities and any inquiries made at the home office 
are referred to the representatives. 

In the larger bond houses there is a regular system used 
in procuring, training, and paying the representatives. As 
the customers are probably men of considerable education, 
great care must be taken in the selection of the salesman-ap- 
prentice. They are usually young college graduates,^^ chosen 
more oftfen because of the social position and standing of their 
families than because of any other reason, but to succeed they 
must possess an attractive personality, great patience, cheer- 
fulness, and a natural willingness to take trouble for other 
people. They must be true salesmen in the best sense of the 

" The higher grade bond houses will employ only college graduates. This is 
particularly true of those soliciting the custom of New England investors. Cham- 
berlain remarks "The road men (salesmen of the bond house) themselves — a large 
number, perhaps most, will be college men for several reasons. The calling will 
bring them into contact with the very best classes of people, men in positions of 
trust, and men and women who have sufficient talent to accumulate funds or who 
have had the benefits of inherited means. College men as a class are more ac- 
ceptable and congenial to such people than relatively inexperienced men who are not 
college bred. College men have one distinct disadvantage. Education induces re- 
fiection, and refiection often saps the dynamic spontaneity that is a salesman's best 
asset." Chamberlain, L., The Work of a Bond House. As one who has taught 
college men for the last dozen or more years» the present writer is somewhat doubtful 
that the "reflection" induced in. the average college man saps any **dynamic spon- 
taneity" or any thing else. 

The following observation wag made regarding college-bred salesmen by the 
partner of a distributing house, himself a college graduate, who had passed up through 
all the stages of the business. ^ 

''Personally ^m strongly inclined to believe college men do not make the best 
salesmen. At least thirty men, would-be bond salesmen, passed through the ofl&ce 

of The men who fell by the wayside were almost always college men. 

The men who sold the largest amount of securities year in, year out, were not col- 
lege men. The reason for their success was hard work and not brains, nor social 
acquaintances. The average college man found in a bond house is there because he 
considers the hours of work are short, and the work itself is "genteel." He is apt 
to be lazy and disinclined to take *'cold turn-downs" as part of the day's work. He 
is also overcritical, and prone to form opinions of his own concerning securities. 
The non-college man is more inclined to look with awe upon his "boss" and to take ' 
as gospel truth everything told him by his house and to enthuse accordingly. It is 
enthusiasm and hard work that sells bonds or anything else more than brains and 
acquaintances, i. e. considering results year in, year out." 

Chamberlain, in his analysis, neglects one important aspect of the question — 
the relatives and friends of the young man. These are of more concern to the 
bond house than his "dynamic spontaneity." _ Any young man, well known in college 
fraternities or athletics, coming from a family of wealth, will be given a position in 
one of the prominent eastern bond houses. He will be "carried" until he has sold 
his relatives and friends a full complement of the securities of the bond house and 
as much longer as their business is worth while. 
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word." Yet they need know nothing about the business, and 
can make a modicum of success without ever learning much 
about finance, or even appreciating the science of investment. 
During the first year of their apprenticeship they are paid 
$3 a week, or even nothing at all. The bond business is highly 
respectable, affords opportunities to meet "nice" people, and 
removes the stigma of the jobless. These apprentices are at 
constant attendance at the home office "learning the business." 
Books are prescribed for them to read, lectures are given 
them, and they are even shown over the properties in which 
the bond house is interested. They attend all the meetings of 
the salesmen at which the various bond issues are described 
by the sales manager or members of the buying department. 
But practically no work is expected of them, except that they 
may be sent on errands. At the end of their apprenticeship 
these men are given an opportunity of meeting a few cus- 
tomers. Usually they are asked to call on their friends and 
relatives first. If the bond house has itself a high reputation, 
the bonds are sold on this reputation or "halo." Subsequently 
they will be tried out among strangers. If they show an 
aptitude they will be advanced to regular positions in the 
home office or else given territory of their own as district 
representatives of the house. Later if they exhibit marked 
success, they may be given small participating partnerships in 
the bond house.^^ This has proved a strong inducement to 
hold the loyalty of especially able salesmen, at lower salaries 



" The author has in mind one stock salesman who has succeeded solely because 
of his wonderful good nature, his natural kindliness, his abounding good health, and 
a clean, handsome face. He is always welcome; people are glad of his mere presence. 
Consequently he sells securities, although he knows nothing about them. He smiles, 
and lets the customer do the talking. 

^2 Even during their experience as salesmen, it is customary to give the men a 
share in the profits. Sometimes these profit-sharing schemes are very complex, so 
that the salesman receives a percentage on each individual sale made and another 
percentage on the total gross sales or gross profit of the entire business of the or- 
ganization. More frequently, however, he receives merely a certain sum on each 
sale, as $l a bond, or else a certain percentage of the gross profit on the bonds sold 
by him. Of course he receives a regular salary, which may or may not be de- 
ducted from his total commissions according to the individual practice of the bond 
house. 
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than they could rightly anticipate from competing bond 
houses. 

Each investment house keeps an exhaustive list of possible 
customers. ^^ This list is carried on cards on which also are 
noted the peculiarities of the investor, his investment preju- 
dices, and — if possible — a list of his investment holdings. 
These cards are kept constantly up to date, through the infor- 
mation obtained during the personal calls of the various repre- 
sentatives. The names on this general list are obtained in the 
first instance from outside sources, although the effort is made 
to establish a personal connection with the possible customer 
through a call from a representative of the bond house as 
soon as the name is entered. Probably the primary means of 
obtaining the names of possible investors is the answers to 
advertisements. Supplemental to this direct source are the 
various channels accessible to every bond house and therefore 
less valuable because more the common property of the trade. 
In any town it is presumed that the bank directors, savings 
bank trustees, successful and middle-aged physicians and den- 
tists, architects, and perhaps lawyers are bond-buyers. The 
names of such are taken from local sources and visited by the 
representative.,^* Again the sales manager can buy lists of 
stockholders of well-known corporations, the presumption be- 
ing that a stockholder is a possible investor.^' Again, too, 



" "Every eastern bond house has, or ought to have, a list of at least 70 per cent 
of all the bond buyers of consequence in every city or town in New England." 

" One successful salesman told me that when he went into a town for the first 
time he found out from the hotelkeeper who it was that knew "all about the folks 
in the town." Sometimes it was the hotelkeeper, sometimes an old woman. He made 
the acquaintance of this person which, after a few days of careful cultivating, devel- 
oped into an intimate acquaintance. From him or her he gradually evolved the past 
history, financial retrospect and prospect, the weaknesses, scandals, feuds, and the 
like of some score or more of the town's leading citizens. He catalogued all this 
information on cards. On his first visit to a prospective customer, he merely talked 
on subjects he was interested in— or rather allowed the "prospect" to talk. He did 
not try to sell securities until his second or third visit. 

^ There are men who travel about gathering stockholders' lists. A man, by 
having one share of a corporation transferred to his name, may gain access to the 
list of stockholders of practically every corporation. These names are tabulated and 
sold to bankers, usually at a charge of $1 per hundred. The lists are chiefly used 
for circularizing a special security, particularly a preferred stock. A banker, wish- 
ing to sell the preferred stock of a new public service holding company, would procure 
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the settlement of estates, bequests, sales of property, are 
watched with the purpose of securing the reinvestment of the 
funds. 

It was stated earlier that there are three groups of dis- 
tributing houses, the large wholesaler, the general bond house 
— the structure of which has just been described — and finally 
the local retail merchant in securities. The office of this latter 
is a miniature of the selling department of the large distribu- 
ting organization, having fewer salesmen and more direct 
personal supervision by the owner or partners of the business. 
Its clientele is restricted to a relatively small locality. Often 
the local dealer is his own sales manager, office manager, and 
buyer; his customers are drawn largely from among his 
friends and acquaintances, and those with whom his salesmen 
come into direct personal contact. His greatest difficulty and 
handicap is in the purchase of good securities. As he has 
probably learned what he knows of the business in the selling 
department of a larger organization, he knows little of the 
purchase of securities from experience. He has neither the 
time nor the requisite ability to pass judgment personally on 
the property behind the various securities he offers. He must 
purchase these from the wholesalers or else from the large dis- 
tributing bond houses that maintain a wholesale department. 
Too frequently he is governed in his selection of securities 
more by the profit obtainable than by the fundamental secur- 
ity. This is particularly true if the dealer handles preferred 
stocks where the risks are almost invariably greater than in 
the case of first mortgage and underlying bonds. In actual 
experience the small local dealer can do best, quality of stock 
or bond and liberality of profit both considered, by purchasing 

the lists of the preferred shareholders of the Standard, Gas and Electric Company o.f 
Delaware, or the American Gas and Electric Company, or the Cities Service Com- 
pany. These lists would indicate persons who have in the past purchased securities 
resembling those he is about to offer and the presumption naturally exists that they 
might be induced to purchase similar securities of another similar enterprise. 
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his securities from a wholesaler who maintains no retail de- 
partment but depends for its avenues of distribution on a 
widely scattered group of dealers like himself/" A large bond 
distributing house, organized chiefly as a retail distributing 
agency, has little use for the small local dealer. The profit 
allowed him on good bonds will therefore be inconsiderable, 
or else the poorer and less salable securities will be forced 
upon him. 

As stated earlier, all investment dealers, whether the large 
bond house or the local dealer, rely primarily on personal 
solicitation to sell both bonds and stocks. To supply the sales- 
men with the proper information, meetings are always held at 
regular intervals at which a member of the buying depart- 
ment or the sales manager, or in the case of the small local 
dealer, the proprietor himself, explains in great detail the 
new issue of bonds or stocks that the salesmen will be asked 
to work upon. In this talk the "selling points" of the issue 
will be brought into bold relief. If it is a public utility issue 
the salesmen will be told all about the locality, its geography, 
industries, and potential economic possibilities. In the case 
of large new issues with which the organization proposes to 
become permanently identified the entire selling force may be 
taken over to inspect the property. In addition to all the 
"selling points," a good sales manager will probably take up 
in detail all the possible objections and reasons for declining 
to buy with which the salesmen will be confronted. Most of 
all, the sales manager will seek to instil in the men a real 
enthusiasm for the issue. If he understands his work he will 
succeed in making each man feel that the issue is a remark- 
able investment opportunity, one which it is a real privilege to 



"The Electric Bond and Share Company, for illustration, has adopted the policy 
of "cultivating" the small dealer, supplying him with thoroughly good securities, to 
be sold on a very liberal margin of pro&t. 
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buy. If the manager succeeds in creating this enthusiasm the 
issue will be sold, otherwise it will not. No amount of statis- 
tical information will serve as a substitute for enthusiasm. 

As a help for the salesmen and as a written memorandum, 
the bond house will supply its men with the bond circular. 
This is the only advertising matter used. And so hidebound 
and sensitive is investment opinion that the bond circular 
must conform exactly to established practice or else it preju- 
dices the possible investor against the issue. Its tone 
must be direct, formal, critical, and it must be absolutely 
devoid of demonstratives and superlatives.^' The bond cir- 
cular should merely state facts; adjectives, enthusiasm, 
and "punch" are to be supplied by the bond salesman 
himself. In form the typical bond or high-grade invest- 
ment preferred stock circular consists of a four-page leaflet, 
printed on a good quality of laid paper. The first page consists 
of a brief summary of the issue, with the investment dealer's 
name at the bottom. The second, third and, if need be, the 
fourth page of the circular is occupied with the "President's 
letter." This is a comprehensive account of the securities 
offered, the nature of the enterprise itself, its capitalization 
and earnings. These letters are seldom if ever written by the 
president of the company ; he merely signs them in his official 
capacity. The true author is some man in the bond house 
whose especial business it is to prepare them as a part of the 
general machinery of selling. In the case of the large selling 
syndicates the form circular is prepared by the syndicate man- 
ager and a certain number of copies are struck off with the 
imprint of each of the syndicate's members on the first page. 
In this way one circular answers for all the bankers, brokers. 



"As Francis Cooper wisely remarks, "Just how far verbal gilding may be car- 
ried in promotion without overstepping the bounds between legitimate statement and 
false representation, is perhaps open to debate. There is. however, no question that 
an enterprise to be financed may be made or marred by the manner and conditions of 
its presentation." Cooper, Francis, Financing an Enterprise, 7 (igis). 
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and small dealers who propose to offer the bonds or stocks 
for sale.^* 

Turning now from the somewhat complicated machinery 
for the distribution of securities by investment bankers, large 
and small, we naturally inquire whether or not it all has any 
social or economic usefulness. Why cannot the ultimate in- 
vestor acquire his securities directly from the company, rather 
than through the ordinary channels of the investment banking 
house? The answer is simple. The bond house contributes 

^ As an illustration a very good brief circular of the Fort Worth Power and 
Light Company preferred stock is appended. The promotion of this company was 
described in some detail earlier (page 227) and this circular, issued after the enterprise 
had been well established, should be compared with the statements given out at the 
time of promotion. 

FORT WORTH POWER & LIGHT COMPANY 

Fort Worth, Texas 

7% Cumulative Preferred Stock 

Preferred as to Assets 

Redeemable at the option of the Company at 115 per cent of par 

Dividends payable quarterly, February, May, August, and November I 

The Guaranty Trust Company of New York, Transfer A^ent 

Columbia-Knickerbocker Trust Company, New York, Registrar 



The Fort Worth Power & Light Company does the entire commercial electric 
light and power business of Fort Worth, Texas, having been incorporated July 14, 
191 1, under the laws of the State of Texas and having acquired all the electric light 
and power properties and rights of the companies that formerly served the city. 



Capitalization 

Authorized Outstanding 
Preferred Stock, 7% Cumulative, redeemable 

at 115 per cent of par $800,000 $800,000 

Common Stock 2,760,000 2,760,000 

Bonds, First Mortgage s%- 10,000,000 1,601,000 

For further information regarding the preferred stock, attention is called to the 
accompanying letter from the president of the Company, a brief summary of the 
principal points presented being: 

Entire control of the business field. 

Satisfactory franchise situation. 

Important contracts with the city for the supplying of power for pumping the 

city's water and for lighting the streets. 
Earnings for last twelve months equal to over three and three-quarters times 

the dividend requirements. 
Increase in gross and net earnings expected through natural growth and through 

economies in operation of new plant recently completed. 
Population now served approximately 85,000 and rapidly increasing, the growth 

of Fort Worth in the ten years ended 1910 being equal to 174 per cent. 
Fort Worth is one of the most prosperous cities of the Southwest and has more 

railway outlets than any other city south of St. Louis, Mo. 



Price on application 
May, 19*3 John Jones and Company 

38 La Salle St., Chicago 
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something the investor cannot obtain elsewhere — responsi- 
bility. This shows itself in three principal ways : investigation 
into the securities offered, sound and individual advice to the 
customer, and reasonable protection to the market of the 
security offered. 

Reference has been made already to the care exercised by 
the reputable investment house in the purchase of securities. 
This is of great service to the investor and the community. 



FORT WORTH POWER & LIGHT COMPANY 
Forth Worth, Texas 

May 10, I9I3* 
Electric Bond and Share Company, 
71 Broadway, New York. 
Dear Sirs: 

I submit the following particulars regarding the Fort Worth Power & Light 
Company : 

The Fort Worth Power S: Light Company was incorporated July 14, 1911, under 
the laws of the State of Texa^, and acquired all the electric light and power prop- 
erties and rights of the companies that previously operated in Fort Worth. It now 
does the entire commercial electric light and power business of the City of Fort Worth, 
Texas, and under contracts with the city, furnishes electrical power for pumping the 
city's water and lighting the streets. The population served is approximately 85,000. 

Capitalization 

Authorized Outstanding 

Preferred Stock, 7% Cumulative, Redeemable 

at 115 per cent of par $Soo,ooo $800,000 

Common Stock 2,760,000 2,760,000 

Bonds, First Mortgage 5% 10,000,000 1,601,000 

Additional bonds can be issued only under conservative restrictions. 
The preferred stock is entitled, in preference to the common stock, to cumulative 
dividends at the rate of 7 per cent per annum, and in any distribution of assets to the 
payment of the full par value, plus accrued dividends. It is subject to redemption 
upon any dividend date at 11 5 per cent of par, plus accrued dividends, at the option 
of the Company upon sixty days' notice. Dividends on the preferred stock are 
payable quarterly, February, May, August, and November i. 

Earnings 
The earnings of the Company for the twelve months ended March 31, 1913, were: 

Gross Earnings $54 1,230 

Operating Expenses and Taxes 263,249 

Net Earnings $277,981 

Interest Charges 65,976 

Balance , $212,005 

Annual Dividend on $800,000 Preferred Stock 56,000 

Balance $156,005 

These figures show earnings for the preferred stock equal to over three and three* 
quarters times the dividend requirements. 

Contracts 

The Company has a five-year contract with the City of Fort Worth for the 
furnishing of electrical power for the city's new water _ pumping plant and for all 
other pumping stations. Under this contract it is furnishing to the city 500 H. P. of 
motors. 

The Company also lias contracts with the city for supplying the power for light- 
ing the streets. The contract for supplying the power for lighting the streets m the 
business section runs for fourteen years and the contract for supplying the power for 
lifting tiie other streets of the city runs for nine years. 
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The established banking house ranges itself always on the 
side of established business enterprise, tried business judg- 
ment, and the conservation of resources; it is opposed to 
speculation and irresponsible management of property. Its 
investigations are — or ought to be — as rigid as the available 
knowledge permits. But in addition to its own research work 
the modern bond house stands ready, in spirit at least, to dis- 
tribute sound financial advice. In this its usefulness is not 
restricted to the investigation of its own issues, for its selling 
organization stands ready to give intelligent advice concern- 
ing all investment matters. The widow comes to the bond 
house to ascertain the standing of a variety of securities left 
her by her husband ; the teacher, physician, minister, or archi- 



The Company now supplies, under contract, the Texas Power & Light Company 
with a part of its power requirements, the power being delivered over the Texas Power 
& Light Company's high-tension transmission lines running between Waco and the 
city fimits of Fort Worth. The interchange of power made possible by the connec- 
tion of the stations of the two companies is of advantage to both companies and the 
communities they serve, as it insures continuity of service. 

Franchises 
The franchises of the Company are free from burdensome restrictions. One ex- 
pires in 1935 and one is unlimited in time. 

Plant and Equipment 

The Company's distributing and transmission system of approximately lai miles 
completely covers the city and outlying districts. In the fire district of the city the 
Company has 17 miles of underground conduit system in operation. It also has in 
operation 4 miles of high-tension transmission lines. 

The Company has recently completed and placed in operation one of the largest, 
most modern and best eouipped steam generating plants in the Southwest. The plant 
is located on the banks of the Trinity River, from which ample water for condensing 
purposes is obtainable from a very effective pondage dam built for the purpose. The 
present normal full-load capacity of the plant is 8,000 kilowatts, but this capacity 
will be increased by 5,000 kilowatts as soon as additional equipment now on the 
ground is installed. The building of the plant has just displaced the old plants of 
obsolete type, and material economies in the company's operations are consequently 
expected. 

Territory Served 

Fort Worth, the county seat of Tarrant County, is one of the most prosperous, 
substantial and rapidly growing cities of the Southwest. In 1900 its population was 
26,688; in iQio it was 73>3'^2, a gro\yth equal to 174 per cent. In 1900 the assessed 
valuation of the real estate of the city was $21,306,785; in 1910 it was $55.425ii30, 
an increase equal to 160 per cent. 

Fort Worth is one of the most important railway centers in the country. It has 
12 trunk lines and 17 railway outlets — more than any other city south of St. Louis, 
Mo. In the last five years $2,500,000 has been spent in improving the terminal 
facilities. 

The city is the packing center of the^ Southwest, having two plants doing an 
annual business of $75,000,000 and employing 5,000 people. The city has 16 grain 
elevators, with a capacity of 2,155,000 bushels daily, 95 miles of street railway, and 
16 national banks and trust companies with aggregate resources of over $26,000,000. 

very truly yours, 

A. J. DUNCAN. 
President. 
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tect comes to the bond house for information concerning the 
earnings of the companies he is interested in, the standing of 
their securities, and the wisdom of selling them when the mar- 
ket price registers a rapid rise or equally rapid decline. A 
railroad is to be reorganized. Some member of the organi- 
zation makes a careful study of the situation and stands ready 
to advise any of the customers of the bond house, or anyone 
else that seeks its advice, concerning the fairness and feasi- 
bility of the plan of reorganization, and the probable standing 
of the new company. All this highly specialized service is 
given free to whosoever comes, but it is the most valuable 
advertising a bond house can do. And, although its advice 
concerning the purchase of securities is invariably biased by 
the goods on its own shelves, and too frequently by the length 
of the profit, it is probable that the investment advice freely 
given by the well-established bond houses is thoroughly 
sound.^" It is almost invariably sounder than the untutored 
and casual judgment of the customer himself or the haphazard 
opinions he may glean from his friends and acquaintances. 
The bond house has its reputation at stake, and it knows that 
an untarnished reputation is the most valuable asset it may 

All legal matters incident to the organization of the Fort Worth Power & Light 
Company have been examined by Messrs. Simpson^ Thacher & Bartlett, New York 

An audit of the accounts has recently been made by Niles & Niles, Certified 
Public Accountants, New York. 

The statements contained in this circular have been obtained from_ sources we 
regard as reliable, and whUe we do not warrant their accuracy, we believe them to 
be correct. 



Other bond and investment stock circulars may be easily obtained from reputable 
bankers. As a general rule the higher the investment grade of the issue the more 
colorless and unenthusiastic will the circular appear. 

Gerstenberg, C. W., Materials of Corporation Finance, 374 (1915) gives an 
example of the bond circular selling the Jones and Laughlin Steel Company's 5 per 
cent bonds, a high-grade industrial bond. 

" On this point Chamberlain wisely comments, "Ethically, the advice of the bond 
house is excelftnt, whether coming directly through the office or through salesmen. 
Technically, its value is highly variable in this country, due to the fact that our 
financial houses are still, primarily, merchants of securities rather than counselors. 
It is hard to be fair as between two securities carrying very unequal profits. That 
is one reason why, in the previous chapter, I intimated that the merging of banking 
and operating functions in a bond house has its drawbacks. It impairs the value ot 
the advisory function." This latter point is of much greater importance than the 
ordinary investor recognizes. 
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acquire. An unreflective or a selfishly narrow opinion on any 
security will remain lasting evidence of either faulty judg- 
ment or downright misrepresentation."" 

The other important function supplied by the bond house 
is the maintenance of the market on its own securities. When 
a man purchases bonds and stocks on the open market through 
the ordinary brokerage channels, his securities may advance 
or decline, but the responsibility is his alone. It is presumed 
that he investigates his securities before purchasing them, al- 
though the presumption is usually contrary to fact. If they 
decline in value the broker will no more meet the deficit than 
he would claim the increase if they had advanced. This is 
true even though the broker in his "market letter" had advised 
and besought his customers to buy the security.''^ The respon- 
sibility of the selection and of the consequences remain with 
the purchaser, a rigorous application of the principle of caveat 
emptor. But a reputable bond house will follow just the op- 
posite policy. If the customer needs money at any time, except 
in a time of panic, or for any other reason wishes to sell his 
bonds, the house from which he purchased them will stand 
ready to buy them back at a small concession, usually not 
more than three to five points below the current asking price. 
Very seldom would a high-grade bond house refuse to support 
the market on its own "specialties," although a disaster to the 



™ The fairness of attitude toward competitors shown by the high-grade invest- 
ment houses is not attained in any other business. An employee of a reputable or- 
ganization will not "knock" the securities offered by other houses, much less 
misrepresent them, provided they are inherently good. Like all salesmen, he may 
declare that his own wares are the best, but such pride will not be carried to the 
degree of disparaging his competitor's goods unless they are undisputably bad. In 
such cases he will be content to point out their weaknesses in general terms. 

The low-grade bankers, brokers, and scalpers are actuated by no such ideal. TYitj 
will disparage all goods except their own, seeking to induce the victim to "trade out ' 
some thoroughly good bond for a local preferred stock or some other security show- 
ing the dealer a long profit, but itself unmarketable and of doubtful value. The 
scalper knows that he can sell the good bond to the house that brought it out at a 
slight concession in price, possibly two or three points, whereas his profit^ on the un- 
marketable stock is ten points or more. This trading by the "pikers" is a serious 
and unfortunate handicap to the reliable house that honestly seeks to maintain the 
market on its securities. 

^ These "market letters'" are distributed free by stock-brokers as a means of drum- 
ming up trade. The advice they contain is probably worth what it costs. 
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company or other mishap might render further support im- 
possible. No bond house has capital enough to assume a mass 
of unmarketable securities of an enterprise that has turned 
out ill. But unless the company has met with some calamity 
threatening its integrity, the investor will find the banker ready 
to make a market for them at any time. 

This support of a security extends to the period of failure 
and reorganization. No matter how careful an investment 
house may be it meets with a failure sooner or later — the 
longer it has been in busineiss the greater the number of its 
mistakes. But the firm will do all in its power to protect its 
customers, when the failure of a company in which it is inter- 
ested becomes imminent and during the succeeding period of 
reorganization, the investment house will give unreservedly 
of its time and resources to help the unfortunate company. It 
will bring to the task of reorganization a fund of business ex- 
perience and sound judgment; it will organize syndicates to 
supply new money, and it will give the reorganized company 
the necessary moral and financial support. There is no obliga- 
tion upon the investment house to furnish these services, but 
they are undertaken cheerfully as the obligations implied by 
its stewardship and trusteeship. 

Because of the divergence in interest between the operating 
head of a corporation and the distributer of securities, it is 
unfortunate that a bond house should own and operate any 
properties of its own. It cannot be trustee for its own interests 
and those of its customers, when a concern which it controls 
is debtor and its customers are creditors. A man cannot serve 
two masters. The merchant of securities cannot recommend 
the stocks and bonds of its own companies in an entirely un- 
biased frame of mind; he must protect "his own companies." 
This is radically wrong. The merchant in securities of an in- 
come-producing property occupies a diametrically opposite 
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position to that of the owner or operator of the property. It 
is to the interest of the owner to borrow as much money as 
possible, at money rates as low as possible and with as few 
restrictions as possible. It is to the interest of the investment 
dealer to reduce the borrowings to the lowest compass, to 
insist on the maintenance of a large stockholders' equity, and to 
protect the bond issue by as many restrictions as possible. 
However careful, the operator cannot deal with himself as 
banker without jeopardizing the interests of the investor, just 
because he meets with no objective check or sanction. It is 
just the competition of bankers among themselves to buy 
good securities that makes it possible for the operators to 
realize the most they can for bonds, and it is the competition 
of operators among themselves to sell their bonds that enables 
the investor to feel that his banker has exercised an unbiased 
discrimination in the securities he offers. This is an excellent 
reason why the most influential investment houses do not 
attempt to operate companies of their own, but remain merely 
merchants in capital. Their sense of responsibility is not 
deadened by the lure of the speculative profit in the equity. 

The question of direct selling frequently presents itself to 
a corporation. In this respect there is a very strong prejudice 
to deter a corporation engaged in the railroad, lighting, or 
manufacturing business from trying to sell its own securities. 
So strong is this feeling, that investors assume that the cor- 
poration cannot find a reputable banker to offer its securities, 
if it resorts to offering them itself. This reason alone is 
sufficient to deter most corporations from attempting to adver- 
tise and sell their own stocks and bonds, but there are other 
reasons based on economy and expediency. 

The first is that of cheapness. It would cost the corpora- 
tion a great deal to sell its stocks or bonds to the public directly 
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through a campaign of advertising." It is unprepared for 
the work. It has no selling organization, no facihties for pro- 
tecting the investor, no trained men of expert knowledge to 
investigate investment conditions. To attempt to supply all 
these needs and facilities in even a small degree, would require 
an expenditure so much greater than that entailed by the 
banker already possessing a selling organization, that the pol- 
icy of direct selling could not be considered for a moment.^^ 
The future support of the banker is, in addition to econ- 
omy, the weightiest reason that should lead a new corporation 
to seek to market its securities through a respectable banking 
house. This support lies along two different but allied chan- 
nels. The first is the implied willingness on the part of the in- 
vestment banker to provide new capital for the expansion of 
the business, or to tide it over in case of a sudden emergency. 
The second is a willingness on the part of the banker to main- 
tain a reasonable market for the company's securities. Then, 
too, the investment banker distributes his securities to a 
better group of persons than could be reached from the pro- 
miscuous advertising of the company itself. If the company 
advertises and sells its own securities, the chances are they will 
fall into the hands of a class of men and women who pur- 
chase them because of their speculative possibilities. Such a 



^ This applies, as do all the remarks in this connection, to initial issues or to 
sales to new investors. Once the corporation has established sound credit among its 
own stockholders, it may oflEer its stock or bonds to them. See Volume IV, Chapter IX. 

^ Some municipalities have tried to sell their bonds directly to the investor. 
They are in a much better position than the corporation to undertake the work, be- 
cause municipal bond issues need no recommendation by bankers. Furthermore, as 
bankers do not, ordinarily, protect the market on the nlunicipal bonds they sell, the 
city offers no worse service than the banker. Yet in spite of these considerations, it 
is, in the opinion of the present writer, bad business policy for the municipality. 
Undoubtedly, in an active, buoyant bond market the city can sell its bonds; but it 
fails when conditions are not right, and no banking house will buy bonds already 
offered by the city, except at a marked concession. 1\ has been done many times. 
In the spring of 1913, Philadelphia offered $7,ooC,ojo, 4 per cent bonds, "over the 
counter." The experiment was widely advertised as a success. But it was not. 
Only $1,910,000 were actually taken by the public. The Commissioners of the Sink- 
ing Fund of Philadelphia took $1,225,000, and some twenty-five banks and trust 
companies subscribed large amounts. In cases where the municipality has . made a 
conspicuous success of an "over the counter" sale the local banks and large mvestors 
have usually stood in the background as a kind of quasi-underwriting syndicate, as 
did the late James J. Hill for certain sales of St. Paul bonds. 
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class of people will become angry with the company if these 
speculative possibilities are not realized and will sell their 
bonds or stock and create a large floating supply. This tends 
to impair the company's general credit, and there will be little 
or no co-operation between stockholders and directors. If, 
on the other hand, reputable investment bankers distribute the 
securities, they will be sold among the banker's own clients, 
who acquire them for investment and not speculation. Such a 
group of stockholders would be loyal to the company and 
would co-operate with the management through the invest- 
ment banker. They would be more likely to weigh carefully 
the advice of the banker before throwing their securities on 
the market at a loss, and thus impairing the company's credit. 
It is true that in spite of all the reasons why corporations 
should not try to market their own securities, there are many 
instances in which they have tried to do it. If the corporation 
enjoys strong credit, if the securities are conspicuously attrac- 
tive, and if the general investment conditions are very fav- 
orable the sale will succeed. This does not prove, however, 
that such a pohcy is wise.^* 

The profits obtained by the investment banker are some- 
times very much exaggerated and sometimes very much under- 
stated. It all depends on the kind of security dealt in, the ease 
of sale, and — unfortunately — the grip the banker has on the 
corporation. The gross profit is smallest on the non-taxable 
bonds of Massachusetts cities and towns. It is largest on the 

" Two examples suffice. In the early part of 1914, when general investment 
conditions were perhaps the best during the last ten years, the Third Avenue Railway 
offered $4,000,000 of bonds for public subscription on a 4^ per cent basis. The 
issue was subscribed about four and a half times over. This success caused a good 
deal of comment, and had it not been for the European War the example would 
probably have been followed by other corporations later in the year. 

In 1917, a large local rubber manufacturing company became embarrassed by too 
much business. As a result it had too little working capital and too many salesmen. 
The bankers demanded that the company reduce its bank loans by the sales of stocks. 
Accordingly, the company's rubber salesmen were turned temporarily into stock sales- 
men who sold large amounts of the company's 7 per cent preferred stock among ita 
rubber customers. 
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preferred stocks of small, local manufacturing enterprises. 
The difference in gross_ profit is extreme. Very frequently 
the gross profit on a Massachusetts short, serial bond is as low 
as a half of l per cent, $5 on each thousand-dollar bond ; very 
frequently the gross profit on the preferred stock of the small 
industrial is as high as 20 per cent, or $200 for each thousand 
dollars of par value.^'' Between these extremes lies most of 
the investment business. Seldom, except for advertisement, 
will a bond house expect to obtain as low as half a point 
profit, and few reputable investment houses care to associate 
their names with an enterprise so needful of capital that it 
must pay twenty points for selling its securities. Leaving out 
the various syndicate and selling commissions, and restricting 
our judgment to the total gross profit — that is, the difference 
between the price received by the company and that paid by the 
public investor — it is possible to reach certain general averages 
that are approximately true under normal conditions.^" In 
order to refer to the matter in more than mere guesses the 
writer has gathered accurate information covering the gross 
profit for various classes of securities using the offerings of 
a number of investment bankers. For a given grade of security 
the gross profit is remarkably uniform for the different dealers. 
The figures are drawn from offerings during the three years 
preceding the European War and some from offerings made 
during 1915.^^ For obvious reasons further details cannot be 
given although great care has been exercised in using cases 
which are fairly representative of their classes. 



" This does not include the sale of the stocks of highly speculative enterprises; 
the marketing of these securities is discussed in the next chapter. 

'" The problem is sometimes complicated by the gift of stock bonuses to the 
bankers as part commission. In computing the averages given in the following table 
the writer has omitted all such cases. So that the averages represent actual gross 
selling profits in money. 

"Conditions during 1916, 1917, 1918, were so irregular that no data was included. 
During this period, especially in 1918, the gross profits were much greater than these 
statistics indicats. 
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Number 
of Cases 

Massachusetts serial municipals 12 

Middle western county and municipals 30 

Western and southern county, school district, 

town and city bonds 23 

Underlying reissues of standard railroads 7 

New railroad issues 13 

New closed or very carefully restricted gas and 
electric light operating company bonds (dis- 
tinctly the best of their class) 16 

Refunding and new large open-end issues of 
pubhc service holding companies (medium and 

low-grade public utility bonds) 12 

Preferred stocks of gas and electric light oper- 
ating companies 16 

Preferred stocks of public service holding com- 
panies (initial issues when it is possible to 
either eliminate or evaluate the common stock 

bonus) 9 

Local industrial preferred stocks (initial issues 
when it is possible to either eliminate or evalu- 
ate the common stock bonus) 15 



Gross Profit 

in Dollars 

per $1,000 

Bond or 

Par Value 

of Stock 

$8.60 

28.53 

42.78 

32.34 
46.70 



53-65 

67.80 
76-35 

93-5° 
142.50 



In terms of averages, we may say that the bond house 
carrying a variety of securities all the way from non-taxable 
municipal bonds of such eastern states as Massachusetts to the 
large open-end issues of public service holding companies, can 
expect an average gross profit, according to these figures, of 
about $40 a bond, or "four points," according to the vernacu- 
lar. As the bond house will aim to sell a larger proportion of 
the more profitable issues, we may conclude that its gross 
profit on its entire volume of sales will be about 5 per cent.''^ 



^ In this connection, however, it should be noted that there is frequently de- 
manded by the bond house a special commission for negotiating the sale of the issue. 
This does not appear on the face of the contract; it varies from J^ per cent to 3 per 
cent for investment issues of responsible companies. During the Great War, espc- 
oialiy in 1917 and 1918, when new capital was obtained with great difficulty, these 
secret "commissions" were quite customary. They have the advantage, to the bond 
house, of an extra profit of which its own salesmen or its associates need know noth- 
ing. To the corporation they have the advantage of a "capital expense" which may 
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Similarly the house which specializes in preferred stocks may- 
expect a gross profit of over twice as much. This explains 
perhaps more than anything else the preferred stock sales- 
man's interest in the investor's rising cost of living and his 
exasperating persistence. 

Taking this gross profit of 5 per cent on the entire sales, or 
$50 a bond, as the average for a high-grade bond house, it is 
interesting, to note the distribution of the expenses. If con- 
ducted with care and if the costs of investigating unproductive 
enterprises be included, the net expenses of buying will be 
at least i per cent, or $10 a bond. On big refunding issues and 
municipal issues it will be less, whereas on smaller underlying 
issues it will be greater; but this estimate is probably a fair 
average. Including all the advertising, commissions, personal 
solicitation, and free service expenses it would cost the bond 
house an average of about 2 per cent, or $20 a bond for sell- 
ing expenses.^^ General and overhead expenses, clerk hire, tele- 
phones, and the like absorb at least i per cent. Furthermore, 
perhaps an average of ^ per cent must be set aside as a re- 
serve to maintain an artificial market, that is to buy back from 
customers the various bonds previously sold. This leaves a 
net profit to the bond house of approximately three-quarters 
of I per cent or $7.50 on a thousand-dollar bond. Considering 
the risk, the responsibility, the capital required, and the in- 
telligence, no business is conducted on so small a margin of net 
profit. 



be charged to capital and therefore not amortized, and moreover, a capital expense 
which can be entered under various names other than "bond discount." "Legal ex- 
penses" is a ruse often used. 

" The indirect selling expenses of the bond business are enormous. Not only 
must the "organization" be maintained in dull seasons as well as active times, but 
the business requires inordinate expenses for the mere effect. Large and richly fur- 
nished offices must be maintained, expensive stationery and the smaller, more delicate 
signs of an ostentatious prosperity. 



CHAPTER IX 

THE MARKETING OF LOW-GRADE SECURITIES 

Risk incident to all promotion, 152; Four methods used to sell 
low-grade securities, 154; Appeal to avarice, 157; Appeal to specula- 
tive instinct, 159; Appeal to vanity, 164; The "sucker lists,'' 166. 

All enterprises, even all industries, are, at their inception, 
highly speculative. The essential difference between an estab- 
lished enterprise and a promotion, from the investor's stand- 
point, is that in the former case there is a body of working 
evidence for predicting the future, whereas in the case of the 
promotion project this body of evidence is absent. A sub- 
stitute may be offered the investor in the shape of a report of 
the earnings of similar enterprises, or in the shape of predic- 
tions of earnings authorized by men of known standing. At 
best, however, the future of all business enterprises is uncer- 
tain; what is sound and successful today becomes unsound 
and weak tomorrow, and what is speculative one day becomes 
the conservative "widows and orphans" investment the next. 
The old order changeth and values become matters of de- 
gree. 

So it is with the relative uncertainty of new enterprises. 
The earnings of a combination of established electric light 
plants can be predicted more accurately than those of any 
other promotion project; on the other hand, the earnings from 
a patent to manufacture a new kind of breakfast food do not 
come even within the range of prediction. So that when one 
refers to speculative or low-grade securities, one usually means 
the securities of companies the earnings of which, for one rea- 
son or another, are conspicuously uncertain. It is only a mat- 
ter of degree. Money can be lost through the purchase of 

152 



MARKETING OF LOW-GRADE SECURITIES 1 53 

municipal bonds; money can even be made through the pur- 
chase of mining stocks. To speak of the one as the ultra-con- 
servative investment and the other as arrant speculation, means 
merely that the degree of certainty with which future payment 
of interest on municipal bonds can be predicted far and away 
exceeds the degree of certainty with which dividends of min- 
ing shares can be foreshadowed. 

In the discussion of the work of the investment banker in 
Chapter IX, much emphasis was laid upon the fact that the 
banker had an established business in which his good-will con- 
sisted of a clientele of satisfied customers. He could destroy 
this good-will if he repeatedly sold the securities of companies 
which turned out ill. He knows this. He is as particular of 
his good name as a woman. He must therefore restrict his 
promotions to those companies where the earnings, and there- 
fore the stability, can be predicted with a reasonable degree 
of accuracy. He will lend his credit to a new electric light 
company or even a new steel mill, because he feels that his 
predictions will be sufficiently near the truth to protect his 
customers. He will not lend his credit to a new gold mine, 
skunk farm, or moving picture promotion because he can get 
no grounds upon which even to guess approximately whether 
or not his customer's money is secure. 

Nevertheless, most industries began under conditions of 
uncertainty so grave that no banker at the time would have 
cared to underwrite the initial issues of stocks. Many indus- 
tries, such as mining and oil drilHng, are by their very nature 
so uncertain that the ordinary canons of conservative promo- 
tion cannot be applied to them. 

It is probably no exaggeration to say that all industries at 
their very beginning, and many industries under all circum- 
stances, are unable to obtain capital through the ordinary 
channels of the investment banker heretofore described. Con- 
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sequently the corporations engaged in highly speculative busi- 
nesses, the great number of corporations backed by inventors 
of "one idea," and by men of honest interests but poor judg- 
ment, and finally the still greater number of fraudulent cor- 
porations promoted by reckless swindlers, must secure their 
capital directly from the investing public. All promoters want 
to shift the risks of the business to the shoulders of the pub- 
lic. Ordinarily the shrewd business judgment of the experi- 
enced investing public can weigh the chances of success or 
failure; but in fraudulent promotions the appeal is made to 
the small investor who is not accustomed to weigh chances, and 
who, even were he able to weigh them from the data supplied 
by the promoter, would have the dice loaded against him. 

The methods, devices, and deceits^-even misrepresenta- 
tions — resorted to in the marketing of highly speculative and 
downright fraudulent securities are much the same. In either 
case the stocks are offered directly to the possible investor 
without the real indorsement of a banker. This direct appeal 
is accomplished by the use of one of four different devices. 
The highly speculative or fraudulent promotion may offer its 
own stock without intent to obscure this fact. It may sell the 
stocks through some officer or otherwise interested party. This 
accomplice will pose as the company's "fiscal agent," or even 
as an independent banker. Again, the promoters may organize 
a subsidiary corporation, the sole purpose of which is to mar- 
ket the stock of the main promotion. Again, the promoters 
may contract for the sale of the new stock with some despicable 
concern whose business it is to sell worthless securities at an 
inordinate commission. 

The first of these methods mentioned, in which the cor- 
poration advertises itself as offering its own stock, is seemingly 
the most direct and logical. The company in such a case 
merely assigns a certain number of shares to its own treasury 
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and then announces a sale of "treasury stock."^ The risk of 
sale and the expense of newspaper advertising and distributing 
circulars are borne by the corporation itself. Ordinarily this 
expense is very large, but considering the fact that the stock 
offered for sale has probably no real value, the expenses of dis- 
tribution can hardly be said to be excessive. 

Unfortunately this straightforward method of selling se- 
curities is not in good repute. Investors have a natural sus- 
picion of a company which not only attempts to conduct its 
own business, but which also tries to solicit the investment of 
capital. And this feeling has been intensified into a well- 
founded prejudice by the fact that fraudulent mining, oil, rub- 
ber, and real estate companies have followed this practice. To 
avoid this prejudice in the effort to assume the form of 
respectability, corporations wishing to sell their own stock 
have adopted one of two other methods. Some director, offi- 
cer, or other person closely connected with the embryo com- 
pany, serves as its "fiscal agent." The advertisements in which 
the securities are offered to the public seek to represent the 
fiscal agent as an independent banker, and not a mere represen- 
tative or employee of the company and its promoters. Further- 

^ In the advertisements, the corporation states that it is oiTering its own "non- 
assessable, full-paid, treasury stock" for less than its par value. The question natur- 
ally arises as to how a corporation_ could sell full-paid stock to the public for less 
than what the stock represents on its face. This confusion is the result of an un- 
fortunate subterfuge of which the majority of corporations are guilty. The laws of a 
large number of the states, especially those states which would be selected for the 
corporate home of a company of this character, contain a provision that in the 
absence of fraud the opinion of directors concerning the value of the property ac- 
quired by a corporation is final and unquestionable. When a company is incorporated, 
it usually takes over certain specific property, upon which the directors pass in 
judgment of its value. Their judgment is human and can very readily be affected^ by 
the optimistic aspiration of the new company. It is perfectly possible, one might 
say almost usuaC for the directors to place a value on the property of the new 
company far in excess of its cash value. But when the corporation has surrendered 
stock for this property in accordance with the directors* valuation, that stock becomes 
full-paid. It is a matter of subsequent adjustment as to what that stock shall be 
sold for to the public, and while the directors at one meeting may appraise the prop- 
erty of the corporation to be worth one million dollars for the purpose of issuing 
stock, at the next meeting, for purposes of disposing of it to the public, they may 
appraise the same stock to be worth only $500,000, or even $100,000. For the pro- 
cedure of the issue of full-paid, non-assessable stock, for an amount far and above 
the value of the property, see the classic case of the United States Shipbuilding Com- 
pany — Dewing, A. S., Corporate Promotions and Reorganizations, 464 (1914); and 
Ripley, W. Z., Trusts, Pools and Corporations, 403 (1916). 



156 PROMOTION 

more, the announcements are usually so worded that a reader 
would be led to believe that the statements contained are made 
on the responsibility of the fiscal agent rather than on that of 
the company's promoters or officers. This is done in order to 
give the impression that an outside person has assumed the 
independent responsibility properly belonging to a banker, and 
upon that responsibility is offering the securities to the public. 
The other subterfuge adopted to enable a prospective corpora- 
tion to sell its own securities without appearing to do so is 
the finance corporation. In the actual practice the promoters 
of the enterprise cause to be incorporated a subsidiary com- 
pany, the character of which permits it to deal in stock or 
other securities. In practice the operation of this fictitious cor- 
poration is identical with that of the tactics assumed by the 
fiscal agent. 

A fourth method resorted to in the sale of low-grade, 
worthless, and fraudulent securities is through the agency of 
a concern whose business it is to exploit the unwary. There 
exist so-called banking houses with fictitious names, investment 
companies, incorporated fiscal agents, and the like who stand 
ready to distribute worthless securities at an exorbitant com- 
mission. Very often the enterprises have a sound economic 
basis, such as the manufacture of candy or automobile trucks, 
but are incorporated in such a flamboyant manner, and the 
stocks offered to the investor at such prohibitively large com- 
missions, that the enterprise is doomed to failure no matter 
how plausible it may appear. The fact that the enterprise has 
to some extent an economic basis often gives the advertising 
material distributed by these fictitious "banking houses" or 
"investment bankers" a very plausible ring. And furthermore 
there is usually some clever writer in the organization who 
acquires a devilish skill in preparing circular advertising mat- 
ter well suited to deceive the credulous public. For these 
reasons the fraud perpetrated by these fictitious investment 
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bankers is usually more artistically executed than is the case 
when the corporation, or its promoters, seeks to distribute the 
securities by one of the more direct methods heretofore de- 
scribed. The commissions exacted by these swindlers are 
usually enormous, representing the major part of what the 
public pays for the securities.^ 

Whatever the method employed in selling highly specula- 
tive, low-grade, and fraudulent securities, certain of the de- 
vices resorted to in the direct appeal to the public are strikingly 
uniform. This is true, moreover, whether securities are merely 
"highly speculative," in which promoters, thoroughly honest in 
their intentions, but incapable of recognizing the large risks of 
their enterprise, paint the wonderful investment opportunities 
afforded by this " great idea," or are downright frauds perpe- 
trated on an unreflecting and credulous public by mischievous 
swindlers. The point of emphasis is that the risks of the enter- 
prise, whether they are legitimate or illegitimate, are so great 
that no reputable bankers will jeopardize their business stand- 
ing by backing it. Unquestionably some of the enterprises 
offered to the public by the methods described here have merit, 
but the devices resorted to in exciting public interest do not 
differ from those used by the most arrant swindlers. It is the 
old story of the world judging by the company one keeps. 
And the pity of it is, that often men of thoroughly honest 
intention, with a burning enthusiam for their invention or 
their discovery, finding a cold reception from bankers, drift 
into the hands of swindlers who exploit the simple-minded and 
honest inventor for their own profit. 

Of all the devices employed in the direct selling of low- 
grade and speculative securities the most forceful is the appeal 

' One case is typical. The Sterling Debenture Corporation, engaged in the dis- 
tribution of low-grade securities, sold the stock of a certain electrical device for $io 
a share. Its commission amounted to $9 a share. The promoters soon exhausted 
the remaining $i a share in salaries and expenses. 
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to the avarice of the investor. This takes two forms: appeal 
to the desire for high return, and to the speculative instinct. 

The possible investor is directly or indirectly promised a 
rate of return on his prospective investment far above that 
ordinarily expected from a conservative or even somewhat 
speculative security. The glamor of the increased income over- 
rules his sound business judgment. There are many excuses 
ofifered by the company or its fiscal agents to explain the 
reasons for the promised large return, none of which suggest 
the inordinate risk and the plain fact that capital cannot be 
obtained except by use of these inordinate fictitious promises. 
The investor is told that, "the increased cost of living has made 
it necessary for the corporation to pay a liberal amount for its 
money," as if the company were engaged in a philanthropic 
calling, one of the purposes of which was to alleviate the 
distress caused by rising prices.^ Another excuse is the econ- 
omy of distribution obtained through selling the securities 
directly to the public. "No large bankers' commissions are 
included in the selling price, so that the company is able to 
offer its stock at ridiculously low prices."* Often, in order to 

^ One company, seeking to sell the stock in a. patented fuel, ended an elaborate 
pamphlet by the following; 

Whither? The Problem Solved 

"We started out with a Problem — the Problem of the increased cost of living. 

"It is the most serious question that today confronts mankind. On its solution 
depends the welfare of the human race„ the progress of the Nation, and individual 
happiness. 

"The increased cost of living must be met by an increased income — an income 
that will be greater than the outgo. 

"Gambling will not accomplish this. Whether you gamble in mining stocks, on 
Wall Street, or in any other of its myriad forms. 

"Speculation will not solve it. Whether you speculate in com, wheat, or on. 
the Curbs. 

"Investments in so-called 'gilt-edged' securities will not solve it — be those securi- 
ties what they may. 

"The solution will be found in the purchase of the securities of companies, 
formed to operate basic patents for the manufacture — not of luxuries but of absolute 
necessities of life; controlled — not by necessitous inventors, but by men of means 
and standing; operating — not thousands of miles away from you, but directly at your 
own door." 

* "Co-operation between producers, distributors, and investors will result in sav- 
ing of expense and waste sufficient to divide large profits with all. 

"Every time you buy stock from a salesman or broker, you are paying a premium 
of 20 to 25 per cent, which is unnecessary waste, and -would be a good dividend for 
two years on the money which goes into the Company's Treasury." (Circular letter 
of a "fiscal agent" soliciting subscriptions (0 a new oil. Stock.) 
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strengthen his position the promoter casts reflections upon 
"Wall Street" and the "avaricious horde of robbers who in- 
fest our financial districts,'"' in order to show, by contrast, 
his scrupulous honesty and liberality to prospective investors. 
Sometimes the promoter's imprecations extend to that specter 
of the ignorant, "The Vested Interests."^ A third excuse 
offered is the general conditions of the money market which 
are alleged to be very unfavorable to the sale of stocks. This 
excuse is less frequently used, however, than the other two, 
because the class of investors to whom the company appeals 
would not be presumed to follow the conditions of the money 
market. The small investors, who have probably worked 
very hard for their savings, somehow feel that the great sac- 
rifice represented by their small accumulations entitles them 
to a higher return than the meager interest rates paid by sav- 
ings banks. They are easily deluded into thinking there is 
some connection between the psychological sacrifice of saving 
and the economic compensation for the saving. They forget 
that fluid capital in the form of money, unlike labor or busi- 
ness ability, or land, is of one and the same nature, what- 
ever its origin, whether laboriously saved by the clerk or 
merely "set aside for investment" by the capitalist. 

Probably the simplest, and in a sense the most elemental 
appeal, is to the speculative instinct of man. This speculative 
instinct combines at least three psychological elements, pres- 
ent in lesser or greater degree in us all. The first is the desire 
for accumulation, the fundamental instinct for possession. 
The second is a kind of self-conceit, the feehng that somehow 
we, individually, are cunning enough to anticipate and profit 

* Clinton Collver has very shrewdly said: "The most certain indications of a 
promotion profitable only to the promoter^ are statements that contain some reflection 
against Wall Street banks and methods. Not that Wall Street is perfect, but the 
writer has yet to see advertisements of securities abusing Wall Street _ methods which 
would stand analysis." Collver, C-, How to Analyze Industrial Securities, iq6 (igi7). 

' The misinformation which has been so carefully promulgated by the Vested 
Interests through subsidized newspapers is now being counteracted by cold facts." 
(Prospectus of a new oil promotion.) 
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through the future. It is a kind of self-assurance, the amour 
propre of Rochefoucauld. The third is the natural inclina- 
tion to get something for nothing, the temptation to take a 
cross-cut/ the same characteristic which is so important a 
stimulus to labor-saving invention, and, broadly, one of the 
underlying motives in the technical progress of the race. 

Those who seek to defraud the small investor through 
the sale of worthless securities understand well the full sig- 
nificance of the speculative instinct. Four main devices are 
used to play on the possible investor's imagination: the ''get 
in at the start," the **big development/' the "special bankers' 
syndicate," and the "other marvelously successful com- 
panies." Each one of these devices warrants careful analysis. 

The simplest and oldest is the claim that the stock should 
be bought while the company is just starting, as an advance 
in the price of the stock will soon occur.^ The "big develop- 



'^ Well illustrated by the opening sentence of a letter dated February i, 1916, by 

one P. B , secretary, 9 Street, New York: "Why work laboriously all 

your life when, by a lucky stroke, you can quickly earn a fortune? We now offer 
you this great opportunity. Join our Company and secure an investment that will 
make you rich." The name of the company was not disclosed in the letter. 

* The following are a few typical extracts from current promotion advertising 
matter: "It is very much to your interest to join me now. In the oil business, for- 
tunes are made over night and the small investor of today is the millionaire of to- 
morrow. Stock of a company operating near us in Texas, recently rose from $10 per 
share to $20 per share, practically over night. Act today I" (Elaborate prospectus 
of an oil company.) 

"This stock should then pay over 50 per cent in dividends annually. . . . Take 
advantage of this opportunity. Buy today at par, $5 per share, for we firmly believe 
that this same stock will ultimately sell at many times $5 per share, for we intend 
to list this stock. . . . Remember the Price of the Stock Will Soon Advance 
TO $7.50 PER Share. This Is Your Opportunity to Increase Your Income. Will 
You Become a Part Owner in the X & Y Distributing Company and Its Profits? 

"ACT AT ONCE! NOW!!!" 

(Circular letter addressed, **Dear Mr. Dewing;" offering stock of a "breakfast 
food" company.) 

"Before making ai>plication to list this stock and start an advertising campaign 
to create a market for it at $1 a share or over, we are giving one thousand investors 
an opportunity to become shareholders at the low price of 30 cents per share. One 
million shares of stock have been set aside to which the one thousand investors may 
subscribe with the privilege of paying for it in small mpnthly instalments." (Circular 
letter offering new oil company shares.) 



"It Is proper, however, that we should tell you that although this offer has 
attracted wide and favorable attention it will be withdrawn at an early date. Inves- 
tors familiar with the industry, and aware of the big fortunes already made in the 
business and now being made, quickly recognized and took advantage of the splendid 
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ment" bait has been used in many forms. If it is an oil com- 
pany, it is invariably a well "just coming in" ; ^ if it is a min- 
ing company it is "the big vein," just a few feet beyond.^** 
With industrial and smaller manufacturing enterprises, it is 
usually some particularly favorable event about to take 

investment opportunity our offer afforded, and it is now probable that the amount of 
stock we arranged to sell will be disposed of sooner than we anticipated." (Circular 
letter of president of a new moving picture film oorapany to a prospective woman 
investor, dated April 14, igi6.) 

"Just as soon as the amount of Stock set aside to be sold under the liberal 
arrangement offered you is disposed of, the Common stock bonus offer will be with- 
drawn. The shares are selling rapidly and it may be possible for us to advise you 
of exact date of withdrawal of our offer. 

"Under the circumstances you will appreciate the necessity of prompt action/' 
(Follow-up letter from the same source to same woman, dated April 20, 1916.) 



"The total amount of Co-operative Securities stock offered for sale was only 
50,000 shares. It has been decided to accept no subscriptions after September 15 at 
$1 per share, and in all probability this offering will be oversubscribed before that 
date, so if you wish to secure some stock at $1, we advise you to answer by return 
mail. We reserve the right to reject any subscriptions, _ and not more than one 
thousand shares will be sold to any one person." (Advertising circular dated Septem- 
ber 3, 1918.) 

» "Mayfield Well No. 2 Will Mean Another Oversubscription. Wire Your 
Reservations at 30 Cents! 

"Mayfield Success Now Places Just One Question Before You: How Many May- 
field Shares Do You Wish at 30 Cents Each? 

"Success is its own argument! 

"The Mayfield Oil & Re;fining Company has passed out of the class of future 
possibilities. 

"With Well No. i a gusher — with Wells 2 and 3 likely to even surpass Number 
One—with five new wells being started — with the 2,000-barrel-a-day Refinery being 
rushed toward completion (and its earning possibilities are placed by President May- 
field at $3,000 a dayl) — with 1,501 acres and More leases to be added — what is there 
to wait for? 

"Since our first offer of Mayfield Treasury shares, there has been just one 
Forward March!! 

"Now we are bringing the financing of the Mayfield Oil & Refining Company 
to its final stages; it will be completed by the coming holidays! 

*'0n December 8, 1917, there will pass from vou the Last Opportunity of buy- 
ing Mayfield Treasury Shares for 30 cents each!* 

" The following are the opening paragraphs of a circular distributed under date 
of May 20, 1916. The letter was headed: 

"January Jones 

Mining Investments 

Reno, Nevada 

"To My Clients: Confidential 

"This will probably be my last letter to you — pending an authoritative declara- 
tion from the Rochester Merger Mines Company, tnat will reveal certified evidence 
of overwhelming ore bodies in the mine second to none, which are now being privately 
proven up in advance of public confirmation — merest truths of same only having been 
hinted at in the Western Miner. 

"This substantiated evidence will emblazon Rochester Merger Mines throughout 
America, and galvanize into action the public, who will rivet their support to Merger 
shares with 'jack-hamraer' speed the minute this corroborative mine data is forthcom- 
ing — sending the price thermometer to blood heat. 

"Therefore, I am taking Time by the forelock to acquaint you, my client, of this 
anticipated early action— in order that you may be enabled to make maximum profits 
from the momentous-in-hand move by placing your immediate order for Merger — now — 
before the buying public gets wind ot events." 
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place." In the "special bankers' syndicate" device the reader 
of the advertising material is made to feel that he (or usually 
she) is being given special prices in advance of a public mar- 
ket for the securities.^^ 

Perhaps the commonest device, and in a sense the most 
appealing, is the description, carefully worded, of other mar- 
velously successful companies whose stock might have been 
purchased by the small investor during the promotion period. 
If it is an oil well, stories of clerks, postmasters, day laborers, 
who purchased shares of some "bonanza" oil company are 
told in dramatic fashion.^^ All such anecdotes — some of 



^ "This Company Expects to Soon Begin the Erection of a Big, Modern, Con- 
crete-and-Glass Factory." (Advertising circular of a new manufacturing company.) 

^ The following afford excellent illustrations! 

"Oil — Gold — Independence 
"Special Limited Pre-organization Promotion Syndicate Offer 

"This is to advise you that you have been included among those whom we here- 
with invite to participate in a strictly ground floor inside proposition, such as is 
usually confined to bankers, brokers, and large capitalists only. 

"A pre-organization syndicate has been formed by the undersigned to under- 
write the stock of a large oil company, whose capital will be sufficiently large and 
whose management will be thoroughly experienced and capable as to guard against 
the usual hazards of this highly speculative business that has brought fortune and 
independence to so many small investors." 

Or again: 

"To assist in the development of the practically unlimited oil fields of the Gulf 

Coast district, a new company will soon be formed, financed by the Securities 

Company. Previous to the formation of this company however, we are going to give 
to a limited number of people an opportunity to subscribe to snares in the pre-organ- 
ization underwriting promotion syndicate. . , . 

"Do you wish to join this Underwriting Syndicate? Do you want to share the 
promoters profit? Do you wish to help your nation produce the required amount of 
oil? Do you wish to invest your^ money where you nave a guarantee of a profit of 
25 per cent within six months, with an opportunity to make practically an unlimited 
amount of money on a very small investment? . . . Anyone joining our Bankers 
Underwriting Syndicate (shares in which will be offered in a very short time) will 
be guaranteed a profit of 25 per cent on their investment in 6 Months' Time, as 
well as the opportunity to share in the strictly Inside Offering, which is usually 
limited to a very wealthy class and seldom participated in by anyone except brokers, 
bankers, and their very wealthy friends. 

"The subscription books for the special allotment of pre-organization shares in 
the Bankers Underwriting Syndicate will not be open, for several days. But if you 
wish to be sure of participating in the benefits of this syndicate after reading the 
enclosed letters from our clients, fill in the enclosed blank telling us how much you 
will be willing to invest in a syndicate where you are guaranteed against loss, and 
where the possibility of profit is Simply Unlimited. This Is an Opportxjnity Yott 
Can Not Afford to Overlook." 

"A man who owns three shares invested $300 In the stock of an oil company. 
Then came a speculator who offered a few more dollars for the three shares, and the 
owner accepted the offer. He hastened home to get the certificates. Then he started 
for the door, whereupon his wife became the star performer in the little drama, her 
part of the dialogue being as follows; 'Now, you put those certificates right back 
in the bookcase and don't you dare offer them for sale; they may bring us an income 
some of these fine days.' 

"Well, the shares went back into the bookcase. The company struck oil. Oh, 
yes, the name of the corporation is the Trapshooters Company. Each morning the 
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them doubtless true — are closed by the significant words : "If 
you want to share in the marvelous profits of the oil industry, 

then buy the treasury stock of immediately. 

Don't wait." Often such a direct command is followed by 
another equally dramatic, but pathetic, anecdote of some man 
who was offered a bonanza stock but followed his wife's 
advice and put the money in the savings bank or a parlor 
rug!" 

But the imagination of the promoters does not always 
confine itself to the particular industry in which the new 
company is engaged. Any other successful, well-known en- 
terprise will answer the purpose.^'^ Until the last few years 
Calumet and Hecla Mining Company's stock was invariably 
used by mining promoters, but it is not quite so popular an 
illustration now, although it is still extensively used. In the 
exploitation of a new invention, the early history of the Bell 
Telephone Company is recounted dramatically, although the 



owner o£ the three shares gets a dividend of $soo: in other words, be gets his invest- 
ment returned to him each sixteen hours of the day. So, now, we know why people 
buy shares in oil companies. 

"Oil investments are all right. All that a person needs to do to make money in 
that line is to buy a low-priced stock in a company which is known to be certain to 
bring in production. That's all there is to it." 



"A railroad clerk's wife, Mrs. C. A. Andrus, invested $84 in oil stocks and was 
paid back $2,288.50." 

"Last June, Chief Jackson, of Des Moines (Iowa) police, invested $165 in oil 
stock. Just before Christmas he received a check for $5,000." 



"A banker, J. T. McCarson, picked up 300 shares of oil stock for $3,000. Only 
Li few weeks later he sold out for $106,230." 



The above are paragraphs from an oil company's prospectus. 

""A Kansas City man wrote a check for $200 for Trapshooter shares. Later at 
the suggestion of his wife he tore up the check and bought his wife a set of furs. 
Those furs cost him exactly $83,200.' (Advertising matter distributed August, 1918, 
to sell stock in an Oklahoma oil company.) 

'^ The following paragraph from Clinton Collver's able and illuminating little 
book very graphically illustrates this. "In spite of all the warnings of financial his- 
tory the most toothsome bait spread by promoters of the wily variety is the glorious 
history of similar enterprises. Before me is a full-page advertisement of a company 
which at the very height of the bull market of 1916 proposed to manufacture paper 
from sugar cane refuse. No earnings were presented, no list of officers or directors, 
not the name of a single individual except Mr. Alexander Graham Bell, Queen Isa- 
bella and Columbus, no balance sheet, no plant in operation, nothing to prove that 
such a process is practical, and yet the heading of a page of the New York World for 
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fact that the men who first helped Bell were his friends, and 
not the public, is omitted. These are the commonest illus- 
trations, although they are usually supplemented by other 
less well-known enterprises which are said to have brought 
large profit to the early stockholders.^" In many cases little 
care is used to see that illustrations cited bear directly upon 
the kind of enterprise for which capital is needed. Copper 
mines and sewing machine companies are given as reasons 
for investing in oil companies and rubber plantations! 

In addition to the appeal to the investor's avarice and 
speculative propensity, some shrewd promoters have recently 
made a direct appeal to the investor's vanity. This appeal is 
not so potent as the appeal to the investor's avarice, but it is 
certainly more original and can be made more dramatic. It 
is especially significant with prospective women investors.^^ 
Sometimes the promoter plays on the investor's social or pro- 
fessional standing, as when the stock is offered to a "selected 
list of teachers, of which you are one" ; ^° or when "it is the 
desire of the directors to dispose of the first block of treasury 
stock to men and women prominent in social life. You are 



Sunday, October is, 1916, reads, 'Do you want to turn $100 into $is,ooo?' with a 
subtitle, 'Or have a $10 bill grow into the price of a good automobile?' Collver, C, 
How to Analyze Industrial Securities, 193 (1917). 

"The writer examined at random a_ selection of • the advertising matter of twenty- 
five promotions of the type here described. They included nine mining companies, 
six oil well companies, and a wide variety of other enterprises: Life insurance, mov- 
ing picture, fur farm, breakfast food, etc. Of the entire twenty-five, fourteen cited 
either the early history_ of the Calumet and Hecla or the American Telephone and 
Telegraph Company, Six cited both. Besides the two illustrations just mentioned, 
the Singer Sewing Machine and the Mergenthaler Linotype were the commonest, espe- 
cially among small industrials. One elaborate booklet distributed for the purpose of 
interesting its readers in a patented fuel, brickets, quoted the success of nineteen 
different enterprises under the significant caption, "The Investor's Standpoint." These 
included the Bell "Telephone, the Mergenthaler Linotype, the Welsbach Company, the 
Singer Manufacturing Company, Swift and Company, Postum Cereal, the American 
Chicle Company (chewing gum). Sen Sen Chiclet Company (penny-in-the-slot con- 
fections), the 'Thompson Houston (a predecessor of the General Electric Company), 
the Eastman Kodak Company, the Westin|[house Air Brake Company, the American 
Radiator Company, and the Fairbanks Scale Company. No instance of fabulous 
profits cited had anything to do with brickets, coal, or any other fuel. 

^^ In fact, the writer has noted nine cases in which this form of appeal is used. 
All are from advertising matter addressed to women. 

IB Prospectus of a Diamond Mine in Arkansas sent to certain women instructors 
of a woman's college. 
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urged not to lose this privilege of securing a permanent in- 
come. Please fill out accompanying blank, which is for your 
own personal use, and is not transferable." ^^ Sometimes it 
plays on the prospective investor's high opinion of his own 
ability, as when the prospectus states, "You are selected from 
a large group because of your known skill in choosing con- 
servative, yet profitable investments. The privilege of sub- 
scribing has been limited to the leading persons from your 
state. Unless you reply within thirty days this privilege will 
be withdrawn, and will go to someone else." "" 



" Prospectus of a moving picture film company. 

™ The organizers — some of them prominent business men of their state — of a new 
life and accident insurance company adopted the device of inviting one thousand 
persons, distributed among the states, to buy equal "ownerships" in the company. 
This is not," stated the advertising booklet, "to be simply a company, but is des- 
tined to be a Record Company; an Aggressive, Live, Business-Getting 'Old Line' 
Company; a company which will_ reflect credit on its owners and afford them a profit- 
able investment for some of their spare capital. . . . To this end, the Organization 
Committee is making its selection of One Thousand Business and Professional men 
throughout the United States, each of whom may, through invitation, acquire an 
Ownership in the Company." 

After 3 tedious review of the advantages accorded the prospective ''patron'' and 
a review of life insurance companies that succeeded — .without mentioning those that 
failed — the booklet goes on to say, "And before the Original Owners of these enor- 
mously profitable life companies Did go in and put up their money, they no doubt 
hesitated. Just as You Are Hesitating Now. This is human. There Are a Great 
Many More Men Who Know a Good Thing When They See It, Than There Are 
Who Have the Courage to Grasp It. While one acts, a hundred others will lack 
decision and let the opportunity pass. This is why the good things of this world 
are so unevenly distributed." 

Such wisdom is finally closed by the injunction: _ 

"Applications for Ownerships are being filed and considered in the order of their 
receipt. Since the number allotted to your state is small, it will therefore be well 
to act with as little delay as possible after you have finished reading the 'Booklet. 

The following is an example of the kind of invitations that are used. 

"COLONIAL MOTION PICTURE CORPORATION 

Chartered by the State of New York 

Capital $2,500,000 

286 Fifth Avenue 

New Yore 

"To Mrs. Frances R. D 

"The undersigned extends to you a cordial invitation to inquire concerning your 
privilege to secure an ownership in the Colonial Motion Picture Corporation. 

"Only 92 citizens of your state may acquire these ownerships and receive the 
cash profits which go with them. r i • r 

"The enclosed inquiry card, mailed promptly, will bring you full information. 

Respectfully, 
"Owners admitted by invitation only JAMES D. LAW, 

"Ownerships limited to two thousand five hundred President. 

"Invitation Number 640 (See within) 



"(See within)" calls attention to a paragraph on the reverse side as follows: 

"The American motion picture companies, whose combined capitalization 13 only 

$3,066,000, made net annual earnings of $1,400,000. This 15 over 45 per cent, net, 

on their capital stock." 
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In rare cases the prospective stockholders are offered spe- 
cial inducements, such as the purchase of the company's 
products at cost,^^ in others the Scriptures are liberally 
quoted.^^ One favorite device is to reproduce letters in- 
dorsing the enterprise or the men behind it ; ^^ and in a few 
cases the indorsement of a local bank is reproduced. But 
bankers' indorsements of unknown propositions are given 
very scantily. In the rare cases of bank indorsement, it is 
probable that the good-will of the local bankers has been 
obtained through hberal gifts of stocks to the prominent 
officials. 

One naturally inquires as to the methods pursued in 
reaching the luisuspecting investors. Devious and dubious are 
these methods, but the chief is the so-called "sucker list." 
There are men and bureaus which collect names of men and 
women who, for one reason or another, may be presumed 
to be susceptible to the elusive advertising matter distributed 
by the promoters of highly speculative and worthless securi- 
ties. Two main sources supply the names : men or women 



^ "To the i,ooo Charter Owners of the Motors Corporation is extended 

the privilege of purchasing their cars direct from the Company of the exact cost of 
manufacturing. This does away with all of the dealer's commission and the Com- 
pany's profit on these cars at a saving to you of about thirty per cent — or, as estimated, 
approximately $255 per car. The exact price at -which cars can be sold to Owners 
under the provisions of this offer will be determined by an audit of Certiiied Public 
Accountants. 

"This offer applies only to the 1,000 original Oumers who hold or have subscribed 
to complete Ownerships of $500 each. Other holders to whom Ownerships may be 
later sold or otherwise transferred, either in whole or in part, cannot take advantage 
of this offer." (From the "Book of Opportunity," issued by a new automobile 
concern.) 

'^ One prospectus of an oil company quotes Proverbs 10: 4, and Matthew 25: 14-30, 
in succeeding paragraphs. 

" One batch of advertising matter devoted to selling an oil promotion contained 
a letter from a farmer in Cortland, Nebraska. By the letter head, he dealt in "Regis- 
tered Short-horn Cattle" and "Thoroughbred Poland China Hogs." The letter began 
with the sentence: 

"Relative to what I think of your Oil Company; after a thorough investigation 
covering two weeks of going over your properties and two days at your Chicago 
office, I can honestly say I believe you have the best proposition from the investor's 
point of view that has ever been offered to the public. 
And ended with the postscript: 

"P. S. — I quite agree with an oil man who told me that your proposition cannot be 
over-estimated or exaggerated; it is impossible to even begin to realize the facts with- 
out seeing them." 
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who at one time or another have bought such stocks, and men 
and women in, the various professions. To get the former, 
the stockholders' Hsts of defunct and low-grade companies 
are ransacked. Once a woman buys a few shares of a mine 
or oil well, her name gets on one of these "sucker lists" and 
she is pestered for years after by advertising matter of this 
kind. The other source is the published lists of the profes- 
sions and to some extent well-to-do farmers and highly paid 
artisans. The physicians, teachers, dentists, and clergymen 
constitute a happy hunting ground for these economic pirates. 
Women school teachers afford perhaps the most fertile field; 
as a class they know nothing about business or investment; 
they usually earn a little more than they spend ; they are much 
concerned with laying aside a competence for their old age, 
are credulous, and easily deceived by men familiar with 
business, and are accustomed by long habit to making deci- 
sions on practical matters without consulting other people. 
Often teachers and clergymen are seduced by some wily pro- 
moter into turning salesmen for a fraudulent security, think- 
ing the enterprise sound and honestly managed. Acting un- 
der this delusion, they persuade relatives, friends, and asso- 
ciates to buy worthless stocks. 

The question naturally arises as to the proper means of 
selling securities of highly speculative enterprises if success- 
ful direct selling requires the use of methods now frowned 
upon because used by swindlers. One observation is surely 
true. The highly speculative enterprise should not be backed 
by the general public. It requires too much investigation 
and discrimination.^* The chances of loss are too great. For 
this reason the stock of a highly speculative enterprise, no 
matter how meritorious in itself, should not be advertised 



'' For an excellent, brief discussion of the investigations necessary for a highljr 
speculative enterprise, see Cooper, Francis, Financing an Enterprise, Chaps, VII, 
VIII. X (1915). 
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for indiscriminate investment. It should be backed in the 
early stages by a man or group of men of wealth who have 
the time for a careful and exhaustive investigation and who, 
should their investment prove a loss — as it probably will even 
after the most painstaking investigation — are able to stand 
the sacrifice. But to take the savings of hard-working men 
and women to develop a speculative undertaking, no matter 
how meritorious in itself and honestly managed, is little short 
of a social crime. 
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Invested capital, future earnings 

tested thereby, 48 
Investment, 
bankers, 
economic usefulness of, 25 
functions of, 21, 26 
institutional bankers, distinction 

from, 24 
maintenance of market by, 36 
promotions, connection with, 21 
sale of securities by, 28, 129 
selecting enterprises by, 29, 30 
stock brokers, distinction from, 25 
types, 129 

wholesale banking houses, 130 
securities, marketing of, 129 
traditions, effect on financial plan, 
56 

L 
Lawyer's work in promotion, 31 
Loans, 
call, 22 

for syndicate account, 122 
proportion of fixed charges to 
income, 44 
Long-term bonds, 

source of capital for, 24 
Low-grade securities, marketing of, 
152 

M 
Maintenance of market by bankers, 

144 
Managers of syndicates, no, 115 
Manufacturers, 
as promoters, 15 
exploitation of patented articles 

for, 7 
specialty, financial plans of, 5, 17 
Manufacturing companies, 

earning capacity of, tested by 

earnings of other concerns, 49 
financial plan of, 48, 59 
bond issue, 45 



Market, 
for investment securities, 129 
for low-grade s:!curities, 152 

appeal, methods of, 160 
maintenance of by distributing 

bankers, 144 
traditions, effect upon financial 

plan, 46 
width of, effect on financial plan, 46 
Massachusetts electric roads, pro- 
motion of, 102 
Monopoly price, theory of, 61 

N 
Negotiations in promotion, 85 
New enterprise, effect of earnings of 
competitive businesses on finan- 
cial plans, 49 
Note issues in promotion of public 

utility, 77 
Notes, short-term, 23 
source of funds for, 24 



Operating rates of utilities, 71 
Options in promotions, 15 



Patented article, exploitation of, 6 
Population, effect upon financial plan 

of public utility, 64 
Preferred stock (See "Stocks, pre- 
ferred") 
Previous earnings, effect upon finan- 
cial plan, 52 
Profits, 

investment bankers, 148 

underwriting syndicates, 125 
Promoters (See also "Promotion") 

characteristics of, 17 

construction estimates of, 12 

inventors as, 5 

legal status of, 20 

manufacturers as, 15 

psychological characteristics of, 50 
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Promoters — Continued 
trusts, 14 
work of, 3 
Promotion (See also "Promoters") 
accountant's work in, 31 
distributing banker's part in, 21 
engineer's work in, 30 
established industry, 9 
financial plan, formulation of, 38 
hydro-electric plant, 80, no 
industrial combinations, 14 
lawyer's work in, 31 
Massachusetts electric roads, 102 
negotiations in, 85 
options in, 15 
patented article, 6 
profits of, 19 
public utility (See "Public utilities, 

promotion of") 
railroads, 89 

bond issues, 98 

construction companies in, 91 

electric, 11, loi 

small, 98 

steam, 10 
rejection of projects, reasons for, 32 
securities issued at, 44 
stages of, 3 
steps in, 38 
strife in, 85 
Property, 
cost, effect upon, 

financial plan, 41 

income, 41 
operation by distributing bankers, 

145 
Prospective earnings of utilities, 70 
Public utilities, 

financial plan of, 61, 63 

bond issues, 75 

earnings, effect upon, 63 

future of district, effect on, 67 

note issues, 77 

preferred stock issues, 77 

reorganized, 69 



Public utiUties— Continued 
price offered for, "ten times net," 

72 
promotion of, determined by, 

competition, 64 

economic possibilities, 64 

history of district, 64 

human factors in, 85 

industrial activity, 64 

population, 64 
value of, determined by gross earn- 
ings, 75 

R 

Railroads, 
financial plan of, 88 
kinds of, 88 

promotion (See "Promotion, rail- 
roads") 
Rates, operating, of utilities, 71 
Regularity of earnings, effect upon 

financial plan, 45 
Rejection of promotion projects, 

reasons for, 32 
Reorganization, syndicates at time 

of, 123 
Reorganized public utility, financial 

plan of, 69 
Retail bankers, 131 

sale of investment securities by, 
137 

s 

Securities, 

included in financial plan, 44 

issued at promotions, 44 

market for, efifect on financial plan, 

40,46 
sale of, 
block, 82 
by investment banker, 28, 

129 
direct, by issuing company, 

146 
investment, 129 
low-grade, 152,. 154, 158 
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Selection of enterprises by investment 

bankers, 29 
Selling department of distributing 

bankers, 133, 138 
SeUing syndicates, 116 
Short-term note market, source of 

funds for, 24 
Specialty manufacturing business, 

financial plan of, 57 
Speculation, appeal to, in marketing 

low-grade securities, 159 
Stock brokers distinguished from 

investment bankers, 25 
Stocks, 

common, in promotion of, 
public utilities, 79 
railroads, small, 98 
preferred, 

issues of in promotion of public 

utility, 77 
proportion of dividends to in- 
come, 44 
source of capital for, 24 
treasury, deception of, 155 
Subscribers to underwriting syndi- 
cates, 124 
Sucker Ust, 166 

S5nidicate account, loans for, 122 
Syndicates, 
assistance from, 
at time of financial distress, 123 
at time of reorganization, 1 23 
managers of, no 
responsibility of , 1 15 
selling, ii5 



Syndicates — Continued 
underwriting, 104 
as insurers, 1 12 
classification of, 106 
for established enterprises, 107 
for hydro-electric promotion, III 
forms of, 105 
loans for, 122 
origin of, 104 
profits of, 125 
selling, 116 
subscribers to, 124 
time of reorganization, 123 



Tangible assets, effect on financial 
plan, 40, 41 

"Ten times net," price offered by 
promoters of public utilities, 72 

Traditions of market, effect upon fi- 
nancial plan, 46 

Treasury stock, deception of, 155 

Trusts, promoters of, 14 



Underwriting syndicates (See " Syn- 
dicates, underwriting") 
Utilities, 

local, early promotion of, 70 

operating rates of, 71 
public (See "Public utilities") 

W 

Wholesale banking houses, function 
of, 129 



